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FUND BACKGROUND 

 

Sit Mutual Funds are managed by Sit Investment Associates, Inc. (the “Adviser” or “SIA”).  Sit Mutual Funds are 

comprised of fourteen no-load funds.  This Statement of Additional Information contains information pertaining to four 

bond funds, which are:  Sit U.S. Government Securities Fund, Sit Quality Income Fund, Sit Tax-Free Income Fund, and Sit 

Minnesota Tax-Free Income Fund, (each a “Fund” and collectively, the “Funds”).  Ten stock funds within the Sit Mutual 

Fund family are described in two separate Prospectuses and Statements of Additional Information.  Each of the Funds (or 

the corporate issuer of their shares) is organized as a Minnesota corporation. The corporate issuer of the Tax-Free Income 

Fund, Minnesota Tax-Free Income Fund and Quality Income Fund (Sit Mutual Funds II, Inc.) was incorporated on May 18, 

1984.  The U.S. Government Securities Fund was incorporated on December 19, 1986.   

 

ADDITIONAL INVESTMENT RESTRICTIONS 

 

The investment objectives and investment strategies of the Funds are set forth in the Prospectus under “Summary Information 

About the Funds.”  Set forth below are the fundamental investment restrictions and policies applicable to the Funds, followed by 

the non-fundamental investment restrictions and policies.  Those restrictions and policies designated as fundamental may not be 

changed without shareholder approval.  Shareholder approval, as defined in the Investment Company Act of 1940, as amended 

(the “1940 Act” or “Investment Company Act of 1940”) means the lesser of the vote of (a) 67% of the shares of a Fund at a 

meeting where more than 50% of the outstanding shares of the Fund are present in person or by proxy or (b) more than 50% of 

the outstanding shares of a Fund.  A percentage limitation must be met at the time of investment and a later deviation resulting 

from a change in values or net assets will not be a violation.  Investment restrictions which prohibit the Funds from investing in 

real estate do not prohibit the Funds from owning real estate acquired in connection with foreclosures or other actions taken with 

respect to real estate underlying securities held by the Funds. 

 

U.S. Government Securities Fund 

The Fund is subject to the following restrictions which are fundamental.  The Fund will not: 

1. Purchase securities of any issuer except securities issued, guaranteed or insured by the U.S. government, its agencies or 

instrumentalities; 

2. Have any limitation with regard to concentration for the purchase of obligations issued or guaranteed by the U.S. 

government, its agencies or instrumentalities; 

3. Invest in commodities, commodity contracts or interest rate future contracts; or purchase or sell real estate, although it 

may purchase and sell securities of companies which deal in real estate and may purchase and sell securities which are 

secured by interests in real estate; 

4. Make loans except by purchasing publicly distributed debt securities such as bonds, debentures and similar obligations; 

5. Purchase on margin or sell short except to obtain short-term credit as may be necessary for the clearance of transactions; 

6. Invest in repurchase agreements; 

7. Borrow money, except temporarily in emergency or extraordinary situations and then not for the purchase of investments 

and not in excess of 33 1/3% of the Fund’s total net assets; 

8. Underwrite the securities of other issuers; 

9. Invest in securities subject to legal or contractual restrictions on resale or securities which are otherwise illiquid; 

10. Invest in exploration or development for oil, gas or other minerals;  

11. Issue senior securities as defined in the Investment Company Act of 1940; or  

12. Invest in securities other than those issued, guaranteed or insured by the U.S. Government, its agencies or 

instrumentalities.   

 

The following investment restrictions of the Fund are not fundamental and may be changed by the Board of Directors of the 

Fund.  The Fund will not: 

1. Pledge, mortgage, hypothecate or otherwise encumber the Fund’s assets except to the extent necessary to secure permitted 

borrowings;  

2. Invest more than 5% of the value of its total assets in the securities of any one investment company or more than 10% of 

the value of its total assets, in the aggregate, in the securities of two or more investment companies, or acquire more than 

3% of the total outstanding voting securities of any one investment company, except a.) as part of a merger, consolidation, 

acquisition, or reorganization or b.) in a manner consistent with the requirements of an exemptive order issued to the Fund 

and/or the Adviser by the Securities and Exchange Commission; or 

3. Invest more than 5% of its net assets in put and call options on debt securities for the purpose of hedging.   



 
 4 

Quality Income Fund 

The Fund is subject to the following restrictions which are fundamental.  The Fund will not: 

1. Borrow money or issue senior securities except as permitted under the Investment Company Act of 1940, as amended, 

and as interpreted or modified from time to time by any regulatory authority having jurisdiction.  The Fund has no present 

intention to borrow money. 

2.  Concentrate its investments in a particular industry.  For purposes of this limitation, the U.S. Government, and state or 

municipal governments and their political subdivisions, are not considered members of any industry.  Whether the Fund is 

concentrating in an industry shall be determined in accordance with the Investment Company Act of 1940, as amended, 

and as interpreted or modified from time to time by any regulatory authority having jurisdiction.   

3. Purchase or sell real estate unless acquired as a result of ownership of securities or other instruments, but this shall not 

prevent the Fund from investing in securities or other instruments backed by real estate investments therein or in 

securities of companies that deal in real estate or mortgages.   

4. Purchase physical commodities or contracts relating to physical commodities. 

5. Make loans except as permitted under the Investment Company Act of 1940, as amended, and as interpreted or modified 

from time to time by any regulatory authority having jurisdiction. 

6. Act as an underwriter of securities, except to the extent the Fund may be deemed to be an underwriter in connection with 

the disposition of Fund securities.  

 

The following investment restrictions of the Fund are not fundamental and may be changed by the Fund’s Board of Directors.  

The Fund will not: 

1. Invest less than 50% of its net assets in securities issued, guaranteed or insured by the U.S. government, its agencies or 

instrumentalities. 

2. Invest in securities rated below investment grade or of comparable quality as determined by the Adviser. 

3. Pledge, mortgage, hypothecate or otherwise encumber the Fund’s assets except to the extent necessary to secure permitted 

borrowings. 

4. Invest more than 5% of its net assets in futures and options on debt securities for the purpose of hedging.   

 

Tax-Free Income Fund 

The Tax-Free Income Fund is subject to the following restrictions which are fundamental.  The Fund will not: 

1. Purchase on margin or sell short except to obtain short-term credit as may be necessary for the clearance of transactions 

and it may make margin deposits in connection with futures contracts; 

2. Invest in real estate, although it may invest in securities which are secured by or represent interests in real estate; 

3. Purchase or sell commodities or commodity contracts, provided that this restriction does not apply to index futures 

contracts, interest rate futures contracts or options on interest rate futures contracts for hedging; 

4. Make loans except by purchase of debt obligations (including repurchase agreements) in which it may invest consistent 

with its investment policies; 

5. Underwrite securities of other issuers except to the extent that, in connection with the disposition of its portfolio 

investments, it may be deemed to be an underwriter under federal securities laws; 

6. Write put or call options; 

7. Issue senior securities as defined in the Investment Company Act of 1940; 

8. Invest in more than 10% of the outstanding voting securities of any one issuer; 

9. Invest more than 15% of its net assets collectively in all types of illiquid securities;  

10. Borrow money, except temporarily in emergency or extraordinary situations and then not for the purchase of investments 

and not in excess of 33 1/3% of the Fund’s total net assets,  

11. Invest less than 80% of its net assets plus the amount of any borrowings for investment purposes in municipal securities 

that generate interest income exempt from both regular federal income tax and federal alternative minimum tax, during 

normal market conditions; 

12. Invest more than 20% of its net assets plus the amount of any borrowings for investment purposes in municipal securities 

that generate interest income subject to regular federal income tax and federal alternative minimum tax (however, during 

periods of abnormal market conditions, the Fund may invest 100% of its assets in taxable obligations on a temporary basis 

for defensive purposes); or 

13. Invest more than 25% of its assets in the securities of issuers in any single industry, except that the Fund may invest 

without limitation in housing-related securities. 
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The following investment restrictions of the Fund are not fundamental and may be changed by the Board of Directors of the 

Fund.  The Fund will not: 

1. Invest in oil, gas or other mineral leases, rights or royalty contracts, although it may invest in securities of companies 

investing in the foregoing; 

2. Invest more than 5% of the value of its total assets in the securities of any one investment company or more than 10% of 

the value of its total assets, in the aggregate, in the securities of two or more investment companies, or acquire more than 

3% of the total outstanding voting securities of any one investment company, except a.) as part of a merger, consolidation, 

acquisition, or reorganization or b.) in a manner consistent with the requirements of an exemptive order issued to the Fund 

and/or the Adviser by the Securities and Exchange Commission; 

3. Invest for the purpose of exercising control or management; 

4.  Invest more than 5% of its net assets in foreign securities, provided that the Fund may invest without limitation in tax-

exempt securities issued by U.S. territorial possessions;  

5.  Pledge, mortgage, hypothecate or otherwise encumber the Fund’s assets except to the extent necessary to secure permitted 

borrowings; 

6.  Invest more than 30% of the Fund’s net assets in municipal securities rated below investment-grade (commonly referred 

to as junk bonds) at the time of purchase, or determined to be of comparable quality by the Fund’s investment adviser at 

the time of purchase; or 

7.  Invest in securities rated lower than B3 by Moody’s Investors Service, or B- by S&P Global Ratings or Fitch Ratings or, 

if unrated, determined by the Fund’s investment adviser to be of comparable quality. 

8.  Invest more than 25% of its assets in the securities of issuers in any single industry, except that the Fund will invest 

without limitation in housing-related securities. 

 

Minnesota Tax-Free Income Fund 

The Fund is subject to the following restrictions which are fundamental.  The Fund will not: 

1. Invest in real estate, although it may invest in securities which are secured by or represent interests in real estate; 

2. Purchase or sell commodities or commodity contracts, provided that this restriction does not apply to index futures 

contracts, interest rate futures contracts or options on interest rate futures contracts for hedging; 

3. Make loans except by purchase of debt obligations (including repurchase agreements) in which it may invest consistent 

with its investment policies; 

4. Underwrite securities of other issuers except to the extent that, in connection with the disposition of its portfolio 

investments, it may be deemed to be an underwriter under federal securities laws; 

5. Borrow money, except temporarily in emergency or extraordinary situations and then not for the purchase of investments 

and not in excess of 33 1/3% of the Fund's total net assets;  

6. Issue senior securities as defined in the Investment Company Act of 1940;  

7. Invest more than 25% of its assets in the securities of issuers in any single industry, except that the Fund may invest 

without limitation in housing;. 

8. Invest less than 80% of its net assets plus the amount of any borrowings for investment purposes in municipal securities 

that generate interest income exempt from regular federal income tax, federal alternative minimum tax, and Minnesota 

regular personal income tax, during normal market conditions; or 

9. Invest more than 20% of its net assets plus the amount of any borrowings for investment purposes in municipal securities 

that generate interest income subject to regular federal income tax, federal alternative minimum tax or Minnesota 

regular personal income tax (however, during periods of abnormal market conditions, the Fund may invest 100% of its 

assets in taxable obligations on a temporary basis for defensive purposes).  

 

The following investment restrictions of the Fund are not fundamental and may be changed by the Board of Directors of the 

Fund.  The Fund will not: 

1. Purchase on margin or sell short, except to obtain short-term credit as may be necessary for the clearance of transactions 

and it may make margin deposits in connection with futures contracts; 

2. Invest more than 5% of the value of its total assets in the securities of any one investment company or more than 10% of 

the value of its total assets, in the aggregate, in the securities of two or more investment companies, or acquire more than 

3% of the total outstanding voting securities of any one investment company, except a.) as part of a merger, consolidation, 

acquisition, or reorganization or b.) in a manner consistent with the requirements of an exemptive order issued to the Fund 

and/or the Adviser by the Securities and Exchange Commission; 

3. Write put options; 

4. Invest more than 5% of its net assets in foreign securities, provided that the Fund may invest without limitation in tax-

exempt securities issued by U.S. territorial possessions; 
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5. Invest more than 15% of its net assets collectively in all types of illiquid securities;  

6. Invest in oil, gas or other mineral leases, rights or royalty contracts, although it may invest in securities of companies 

investing in the foregoing;  

7.  Pledge, mortgage, hypothecate or otherwise encumber the Fund’s assets except to the extent necessary to secure 

permitted borrowings; 

8. Invest more than 30% of the Fund’s net assets in municipal securities rated below investment-grade (commonly 

referred to as junk bonds) at the time of purchase or determined to be of comparable quality by the Fund’s investment 

adviser at the time of purchase; or 

9. Invest in securities rated lower than B3 by Moody’s Investors Service, or B- by S&P Global Ratings or Fitch Ratings 

or, if unrated, determined by the Fund’s investment adviser to be of comparable quality. 

 

ADDITIONAL INVESTMENT POLICIES & RISKS 

 

Set forth below are detailed descriptions of the various types of securities and investment techniques that the Adviser may use 

in managing the Fund, as well as risks associated with those types of securities and investment techniques.  The descriptions of 

the types of securities and investment techniques below supplement the discussion of principal investment strategies and risks 

contained in the Fund’s prospectus.  Where a particular type of security or investment technique is not discussed in the Fund’s 

prospectus, that security or investment technique is not a principal investment strategy.  The Fund may not invest in all of the 

securities or use all of the techniques described below.  Additionally, the Fund may invest in other types of securities and may 

use other investment techniques in managing the Fund, subject to limitations imposed by the Fund’s investment objective, 

policies and restrictions described in the Fund’s prospectus and/or Statement of Additional Information, as well as the federal 

securities laws. 

 

Fixed Income Securities 

 
Bank Obligations 

Each Fund may invest in bank obligations for temporary defensive purposes.  These include certificates of deposit, including 

variable rate certificates of deposit, bankers' acceptances and time deposits.  "Bank" includes commercial banks, savings banks 

and savings and loan associations.   

 

Certificates of deposit are generally short-term, interest-bearing negotiable certificates issued by commercial banks or savings 

and loan associations against funds deposited in the issuing institution. The Funds may invest in Eurodollar certificates of 

deposit subject to the 25% limitation for concentration in any one industry.  Eurodollar certificates of deposit are negotiable 

deposits denominated in U.S. dollars on deposit with foreign branches of U.S. banks which have a specified maturity. 

 

Variable rate certificates of deposit are certificates of deposit on which the interest rate is periodically adjusted prior to their 

stated maturity, usually at 30, 90 or 180 day intervals ("coupon dates"), based upon a specified market rate, which is tied to the 

then prevailing certificate of deposit rate, with some premium paid because of the longer final maturity date of the variable rate 

certificate of deposit.  As a result of these adjustments, the interest rate on these obligations may be increased or decreased 

periodically. Variable rate certificates of deposit normally carry a higher interest rate than fixed rate certificates of deposit with 

shorter maturities, because the bank issuing the variable rate certificate of deposit pays the investor a premium as the bank has 

the use of the investors' money for a longer period of time.  Variable rate certificates of deposit can be sold in the secondary 

market.   

 

In addition, banks or dealers frequently sell variable rate certificates of deposit and simultaneously agree, either formally or 

informally, to repurchase such certificates, at the option of the purchaser of the certificate, at par on the coupon dates.  In 

connection with a Fund's purchase of variable rate certifies of deposit, it may enter into formal or informal agreements with 

banks or dealers allowing the Fund to resell the certificates to the bank or dealer, at the Fund's option.  If the agreement to 

repurchase is informal, there can be no assurance that the Fund would always be able to resell such certificates.  Before 

entering into any such transactions governed by formal agreements, however, the Fund will comply with the provisions of SEC 

Release 10666 which generally provides that the repurchase agreement must be fully collateralized.  

 

A banker's acceptance is a time draft drawn on a commercial bank by a borrower usually in connection with an international 

commercial transaction (to finance the import, export, transfer or storage of goods).  The borrower is liable for payment as well 

as the bank, which unconditionally guarantees to pay the draft at its face amount on the maturity date.  Most acceptances have 

maturities of six months or less and are traded in secondary markets prior to maturity. 
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The Funds may invest in time deposits.  Time deposits are deposits held in foreign branches of U.S. banks which have a 

specified term or maturity.  Time deposits are similar to certificates of deposit, except they are not transferable, and are, 

therefore, illiquid prior to their maturity. 

 

Both domestic banks and foreign branches of domestic banks are subject to extensive, but different, governmental regulations 

which may limit both the amount and types of loans which may be made and interest rates which may be charged.  In addition, 

the profitability of the banking industry is largely dependent upon the availability and cost of funds for the purpose of financing 

lending operations under prevailing short-term debt conditions.  General economic conditions, as well as exposure to credit 

losses arising from possible financial difficulties of borrowers, also play an important part in the operations of the banking 

industry. 

 

The bank money market instruments in which the Funds invest may be issued by U.S. commercial banks, foreign branches of 

U.S. commercial banks, foreign banks and U.S. and foreign branches of foreign banks.  As a result of federal and state laws 

and regulations, domestic banks are, among other things, generally required to maintain specified levels of reserves, limited in 

the amount which they can loan to a single borrower, and are subject to other regulations designed to promote financial 

soundness.  Since the Funds’ portfolios may contain securities of foreign banks and foreign branches of domestic banks, the 

Funds may be subject to additional investment risks that are different in some respects from those incurred by a fund that 

invests only in debt obligations of domestic banks.   

 

The Funds only purchase certificates of deposit from savings and loan institutions which are members of the Federal Home 

Loan Bank and are insured by the Savings Association Insurance Fund of the Federal Deposit Insurance Corporation.  Such 

savings and loan associations are subject to regulation and examination.  Unlike most savings accounts, certificates of deposit 

held by the Funds do not benefit materially from insurance from the Federal Deposit Insurance Corporation.  Certificates of 

deposit of foreign branches of domestic banks are not covered by such insurance and certificates of deposit of domestic banks 

purchased by the Funds are generally in denominations far in excess of the dollar limitations on insurance coverage. 

 

Commercial Paper and Other Short-Term Corporate Debt Securities 

The Funds may, for temporary defensive purposes, purchase short-term corporate debt instruments that consist of commercial 

paper (including variable amount master demand notes), which refers to short-term, unsecured promissory notes issued by 

corporations to finance short-term credit needs.  Commercial paper is usually sold on a discount basis and has a maturity at the 

time of issuance not exceeding nine months.  Variable amount master demand notes are demand obligations that permit the 

investment of fluctuating amounts at varying market rates of interest pursuant to arrangements between the issuer and a 

commercial bank acting as agent for the payees of such notes, whereby both parties have the right to vary the amount of the 

outstanding indebtedness of the notes. 

 

Other short-term corporate debt obligations may include fixed interest rate non-convertible corporate debt securities (i.e., 

bonds and debentures) with no more than 397 days remaining to maturity at date of settlement.  

 

United States Government Obligations 

Each Fund may invest in obligations of, or guaranteed by, the U.S. Government, its agencies or instrumentalities.  Securities 

issued or guaranteed by the United States include a variety of Treasury securities, which differ only in their interest rates, 

maturities and dates of issuance.  Treasury bills have a maturity of one year or less.  Treasury notes have maturities of one to 

ten years and Treasury bonds generally have maturities of greater than ten years at the date of issuance. 

 

The Prospectus also refers to securities that are issued or guaranteed by agencies of the U.S. government and various 

instrumentalities which have been established or sponsored by the U.S. government.  These U.S. government obligations, even 

those which are guaranteed by federal agencies or instrumentalities, may or may not be backed by the "full faith and credit" of 

the United States.  In the case of securities not backed by the full faith and credit of the United States, the investor must look 

principally to the agency issuing or guaranteeing the obligation for ultimate repayment and may not be able to assert a claim 

against the United States itself in the event the agency or instrumentality does not meet its commitment. 

 

Some of the government agencies which issue or guarantee securities which the Funds may purchase include the Department 

of Housing and Urban Development, the Department of Health and Human Services, the Government National Mortgage 

Association, the Farmers Home Administration, the Department of Transportation, the Department of Defense and the 

Department of Commerce. Instrumentalities which issue or guarantee securities include the Export-Import Bank, the Federal 
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Farm Credit System, Federal Land Banks, the Federal Intermediate Credit Bank, the Bank for Cooperatives, Federal Home 

Loan Banks, the Federal National Mortgage Association, the Federal Home Loan Mortgage Corporation and the Student Loan 

Marketing Association.  The U.S. Treasury is not obligated by law to provide support to all U.S. government instrumentalities 

and agencies, and the Funds will invest in securities which are not backed by the full faith and credit of the U.S. Treasury 

issued by such instrumentalities and agencies only when the Funds' Adviser determines that the credit risk with respect to the 

instrumentality or agency issuing such securities does not make its securities unsuitable investments for the Funds. 

 

The Funds may purchase securities that are insured but not issued or guaranteed by the U.S. government, its agencies or 

instrumentalities.  An example of such a security is a housing revenue bond (the interest on which is subject to federal taxation) 

issued by a state and insured by an FHA mortgage loan.  

 

U.S. Treasury Inflation-Protection Securities 

One type of U.S. government obligations is U.S. Treasury inflation-protection securities.  The U.S. Government Securities 

Fund Quality Income Fund may invest in U.S. Treasury inflation-protection securities which are marketable book-entry 

securities issued by the United States Department of Treasury (“Treasury”) with a nominal return linked to the inflation rate in 

consumer prices.  The index used to measure inflation is the non-seasonally adjusted U.S. City Average All Items Consumer 

Price Index for All Urban Consumers. 

 

The principal value of an inflation-protection security is adjusted for inflation, and every six months the security pays interest, 

which is an amount equal to a fixed percentage of the inflation-adjusted value of the principal.  The final payment of principal 

of the security will not be less than the original par amount of the security at issuance.  Some inflation-protection securities 

may be stripped into principal and interest components.   

 

Collateralized Mortgage Obligations (CMOs) 

The U.S. Government Securities Fund and Quality Income Fund may invest in CMOs.   CMOs are hybrid instruments with 

characteristics of both mortgage-backed bonds and mortgage pass-through securities.  CMOs are commonly referred to as 

derivative securities. Similar to a bond, interest and prepaid principal on a CMO is paid, in most cases, semiannually.  CMOs 

may be collateralized by whole mortgage loans, but are more typically collateralized by portfolios of mortgage pass-through 

securities guaranteed by the Government National Mortgage Association (“GNMA”), Federal Home Loan Mortgage 

Corporation (“FHLMC”), or Federal National Mortgage Association (“FNMA”).  CMOs are structured into multiple classes, 

each bearing a different stated maturity.  Monthly payments of principal, including prepayments, are first returned to investors 

holding the shortest maturity class;  investors holding the longer maturity classes receive principal only after the first class has 

been retired.  CMOs that are issued or guaranteed by the U.S. Government or by any of its agencies or instrumentalities will be 

considered U.S. Government securities by the Funds, while other CMOs, even if collateralized by U.S. Government securities, 

will have the same status as other privately issued securities for purposes of applying each Fund's diversification tests.   

 

In a typical CMO transaction, a corporation ("issuer") issues multiple series ("A, B, C, Z") of CMO bonds ("Bonds").  

Proceeds of the Bond offering are used to purchase mortgage instruments or mortgage pass-through certificates ("Collateral").  

The Collateral is pledged to a third party trustee as security for the Bonds.  Principal and interest payments from the Collateral 

are used to pay principal on the bonds in the order A, B, C, Z.  The Series A, B, and C Bonds all bear current interest.  Interest 

on the Series Z Bond is accrued and added to principal and a like amount is paid as principal on the Series A, B, or C Bond 

currently being paid off.  When the Series A, B, and C Bonds are paid in full, interest and principal on the Series Z Bond begin 

to be paid currently.  With some CMOs, the issuer serves as a conduit to allow loan originators (primarily builders or savings 

and loan associations) to borrow against their loan portfolios. 

 

Mortgage-Backed Securities 

The mortgage-backed securities in which the U.S. Government Securities Fund and Quality Income Fund invests provide 

funds for mortgage loans made to residential home buyers.  These include securities which represent interests in pools of 

mortgage loans made by lenders such as savings and loan institutions, mortgage banks, commercial banks and insurance 

companies.  Pools of mortgage loans are assembled for sale to investors such as the Funds by various private, governmental 

and government-related organizations. 

 

Interests in pools of mortgage-backed securities differ from other forms of debt securities, which normally provide for periodic 

payment of interest in fixed amounts with principal payments at maturity or specified call dates.  Mortgage-backed securities 

provide monthly payments which consist of both interest and principal payments to the investor.  In effect, these payments are 

a "pass-through" of the monthly payments made by the individual borrowers on their residential mortgage loans, net of any 
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fees paid to the issuer or guarantor of such securities.  Additional payments are caused by repayments of principal resulting 

from the sale of the underlying residential property, refinancing or foreclosure, net of fees or costs which may be incurred.  

Some mortgage-backed securities, i.e., GNMA's, are described as "modified pass-through."  These securities entitle the holders 

to receive all interest and principal payments owed on the mortgages in the pool, net of certain fees, regardless of whether or 

not the mortgagors actually make the payments. 

 

The principal government guarantor of mortgage-backed securities is the GNMA.  GNMA is a wholly-owned U.S. government 

corporation within the Department of Housing and Urban Development.  GNMA is authorized to guarantee, with the full faith 

and credit of the U.S. government, the timely payment of principal and interest on securities issued by approved institutions 

and backed by pools of FHA-insured or VA-guaranteed mortgages. 

 

Residential mortgage loans are pooled by the FHLMC.  FHLMC is a corporate instrumentality of the U.S. government and was 

created by Congress in 1970 for the purpose of increasing the availability of mortgage credit for residential housing.  Its stock 

is owned by the twelve Federal Home Loan Banks.  FHLMC issues Participation Certificates (“PC's”) which represent interest 

in mortgages from FHLMC's national portfolio.  FHLMC guarantees the timely payment of interest and ultimate collection of 

principal; however, PC's are not backed by the full faith and credit of the U.S. government. 

 

The FNMA is a government sponsored corporation owned entirely by private stockholders.  It is subject to general regulation 

by the Secretary of Housing and Urban Development.  FNMA purchases residential mortgages from a list of approved 

seller/servicers which include state and federally-chartered savings and loan associations, mutual savings banks, commercial 

banks and credit unions and mortgage banks.  Pass-through securities issued by FNMA are guaranteed as to timely payment of 

principal and interest by FNMA, but are not backed by the full faith and credit of the U.S. government. 

 

The Federal Housing Administration (“FHA”) was established by Congress in 1934 under the National Housing Act.  A major 

purpose of the Act was to encourage the flow of private capital into residential financing on a protected basis.  FHA is 

authorized to insure mortgage loans, primarily those related to residential housing.  FHA does not make loans and does not 

plan or build housing.  FHA Project Pools are pass-through securities representing undivided interests in pools of FHA-insured 

multi-family project mortgage loans. 

 

The Funds may purchase securities which are insured but not issued or guaranteed by the U.S. government, its agencies or 

instrumentalities.  An example of such a security is a housing revenue bond (the interest on which is subject to federal taxation) 

issued by a state and insured by an FHA mortgage loan.  This type of mortgage is insured by FHA pursuant to the provisions of 

Section 221(d)(4) of the National Housing Act of 1934, as amended.  After a mortgagee files a claim for insurance benefits, 

FHA will pay insurance benefits up to 100% of the unpaid principal amount of the mortgage (generally 70% of the amount is 

paid within six months of the claim and the remainder within the next six months).  The risks associated with this type of 

security are the same as other mortgage securities -- prepayment and/or redemption prior to maturity, loss of premium (if paid) 

if the security is redeemed prior to maturity and fluctuation in principal value due to an increase or decrease in interest rates. 

 

The average life of pass-through pools varies with the maturities of the underlying mortgage instruments.  In addition, the 

pool's term may be shortened by unscheduled or early payments of principal and interest on the underlying mortgages.  The 

occurrence of mortgage prepayment is affected by factors including the level of interest rates, general economic conditions, the 

location and age of the mortgage and other social and demographic conditions. 

 

As prepayment rates of individual pools vary widely, it is not possible to accurately predict the average life of a particular pool. 

Mortgage pass-through securities which receive regular principal payments have an average life less than their maturity.  The 

average life of mortgage pass-through investments will typically vary from 1 to 18 years. 

Yields on pass-through mortgage-backed securities are typically quoted based on the maturity of the underlying instruments 

and the associated average life assumption.  Actual prepayment experience may cause the yield to differ from the assumed 

average life yield.  The compounding effect from reinvestments of monthly payments received by the Fund will increase the 

yield to shareholders. 

 

Manufactured Home Loans 

The U.S. Government Securities Fund and Quality Income Fund invest in GNMA manufactured home loan pass-through 

securities.  Manufactured home loans are fixed-rate loans secured by a manufactured home unit.  In certain instances the loan 

may be collateralized by a combination of a manufactured home unit and a developed lot of land upon which the unit can be 

placed.  Manufactured home loans are generally not mortgages; however, because of the structural and operational similarities 
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with mortgage backed pass-through securities and the role of GNMA, industry practice often groups the securities within the 

spectrum of GNMA mortgage backed pass-through securities for listing purposes.  Manufactured home loans have key 

characteristics different from mortgage-backed securities including different prepayment rates.  Prepayment rates tend to 

fluctuate with interest rates and other economic variables.  Manufactured home loan prepayment rates generally tend to be less 

volatile than the prepayment rates experienced by mortgage-backed securities.  See the above discussion regarding mortgage-

backed securities. 

 

Municipal Securities 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund invest in the municipal securities described below.  To 

a limited extent, the U.S. Government Securities Fund and Quality Income Fund also may invest in such securities. The 

yields on municipal securities are dependent on a variety of factors, including the general level of interest rates, the financial 

condition of the issuer, general conditions of the tax-exempt securities market, the size of the issue, the maturity of the 

obligation and the rating of the issue.  Ratings are general, and not absolute, standards of quality.  Consequently, securities 

of the same maturity, interest rate and rating may have different yields, while securities of the same maturity and interest 

rate with different ratings may have the same yield.  

 

Certain types of municipal bonds are issued to obtain funding for privately operated facilities (“private activity” bonds).  

Under current tax law, interest income earned by the Funds from certain private activity bonds is an item of “tax preference” 

which is subject to the alternative minimum tax when received by a shareholder in a tax year during which the shareholder 

is subject to the alternative minimum tax.   
 

Municipal securities in which the Funds invest include securities that are issued by a state or its agencies, instrumentalities, 

municipalities and political subdivisions, or by territories or possessions of the United States (which includes, for example, 

Puerto Rico).  Tax-exempt municipal securities include municipal bonds, municipal notes, municipal commercial paper, and 

municipal leases.   

 

Municipal Bonds 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund may invest in municipal bonds. Municipal bonds 

generally have maturities at the time of issuance ranging from one to thirty years, or more.  Municipal bonds are issued to 

raise money for various public purposes.  The two principal types of municipal bonds are general obligation bonds and 

revenue bonds.  The Funds may invest in both in any proportion.  General obligation bonds are secured by the full faith, 

credit and taxing power of the issuing municipality and not from any particular fund or revenue source.  Revenue bonds are 

backed only from the revenues derived from a facility or class of facilities or, in some cases, from the proceeds of a special 

excise or other specific revenue source and not from the general taxing power.   

 
Municipal Notes 

The Minnesota Tax-Free Fund and the Tax-Free Income Fund may invest in municipal notes.  Municipal notes generally 

mature in three months to three years.   

 

Municipal Commercial Paper 

The Minnesota Tax-Free Fund and the Tax-Free Income Fund may invest in municipal commercial paper.  Municipal 

commercial paper generally matures in one year or less.  

 

Municipal Leases 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund may invest up to 25% of their net assets in municipal 

lease obligations.  Municipal lease obligations are issued by state and local governments or authorities to finance the 

acquisition of equipment and facilities.  Municipal leases may take the form of a lease, an installment purchase contract, a 

conditional sales contract or a participation certificate in any of the above.  In determining leases in which the Funds will 

invest, the Adviser will carefully evaluate the outstanding credit rating of the issuer (and the probable secondary market 

acceptance of such credit rating).  Additionally, the Adviser may require that certain municipal lease obligations be issued or 

backed by a letter of credit or put arrangement with an independent financial institution.   

 

Municipal leases frequently have special risks not normally associated with general obligation or revenue bonds.  The 

constitutions and statutes of all states contain requirements that the state or a municipality must meet to incur debt.  These often 

include voter referendum, interest rate limits and public sale requirements.  Leases and installment purchase or conditional sale 

contracts (which normally provide for title to the leased asset to pass eventually to the governmental issuer) have evolved as a 
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means for governmental issuers to acquire property and equipment without meeting the constitutional and statutory 

requirements for the issuance of debt.  The debt-issuance limitations are deemed to be inapplicable because of the inclusion in 

many leases or contracts of "nonappropriation" clauses that provide that the governmental issuer has no obligation to make 

future payments under the lease or contract unless money is appropriated for such purpose by the appropriate legislative body 

on a yearly or other periodic basis.  

 

In addition to the "nonappropriation" risk, municipal leases have additional risk aspects because they represent a relatively new 

type of financing that has not yet developed the depth of marketability associated with conventional bonds; moreover, although 

the obligations will be secured by the leased equipment, the disposition of the equipment in the event of non-appropriation or 

foreclosure might, in some cases, prove difficult.  In addition, in certain instances the tax-exempt status of the obligations will 

not be subject to the legal opinion of a nationally recognized "bond counsel," as is customarily required in larger issues of 

municipal securities.   

 

Municipal lease obligations, except in certain circumstances, are considered illiquid by the staff of the Securities and 

Exchange Commission (“SEC”).  Municipal lease obligations held by a Fund will be treated as illiquid unless they are 

determined to be liquid pursuant to guidelines established by the Fund's Board of Directors.  Under these guidelines, the 

Adviser will consider factors including, but not limited to 1) whether the lease can be canceled, 2) what assurance there is 

that the assets represented by the lease can be sold, 3) the issuer’s general credit strength (e.g. its debt, administrative, 

economic and financial characteristics), 4) the likelihood that the municipality will discontinue appropriating funding for the 

leased property because the property is no longer deemed essential to the operations of the municipality (e.g. the potential 

for an "event of non-appropriation"), and 5) the legal recourse in the event of failure to appropriate. 

 
Housing Authority Bonds 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund may invest without limitation in obligations of 

municipal housing authorities which include both single-family and multifamily mortgage revenue bonds.  Weaknesses in 

federal housing subsidy programs and their administration may result in a decrease of subsidies available for payment of 

principal and interest on multifamily housing authority bonds.  Economic developments, including fluctuations in interest 

rates and increasing construction and operating costs, may also adversely impact revenues of housing authorities. In the case 

of some housing authorities, inability to obtain additional financing could also reduce revenues available to pay existing 

obligations.  Mortgage revenue bonds are subject to extraordinary mandatory redemption at par in whole or in part from the 

proceeds derived from prepayments of underlying mortgage loans and also from the unused proceeds of the issue within a 

stated period of time. 

 

The exclusion from gross income for federal income tax purposes of certain housing authority bonds depends on 

qualification under relevant provisions of the Code and on other provisions of federal law.  These provisions of federal law 

contain certain ongoing requirements relating to the cost and location of the residences financed with the proceeds of the 

single family mortgage bonds and the income levels of occupants of the housing units financed with the proceeds of the 

single and multifamily housing bonds.  While the issuers of the bonds, and other parties, including the originators and 

servicers of the single family mortgages and the owners of the rental projects financed with the multifamily housing bonds, 

covenant to meet these ongoing requirements and generally agree to institute procedures designed to insure that these 

requirements are met, there can be no assurance that these ongoing requirements will be consistently met.  The failure to 

meet these requirements could cause the interest on the bonds to become taxable, possibly retroactively from the date of 

issuance, thereby reducing the value of the bonds, subjecting shareholders to unanticipated tax liabilities and possibly 

requiring the Fund to sell the bonds at the reduced value.  Furthermore, any failure to meet these ongoing requirements 

might not constitute an event of default under the applicable mortgage which might otherwise permit the holder to 

accelerate payment of the bond or require the issuer to redeem the bond.  In any event, where the mortgage is insured by the 

FHA, the consent of the FHA may be required before insurance proceeds would become payable to redeem the mortgage 

subsidy bonds. 

 
Industrial Development Revenue Bonds 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund may invest up to 25% of their net assets in industrial 

development revenue bonds, however, the Adviser does not currently intend to invest more than 15% of each Fund’s net 

assts in industrial development revenue bonds.  Industrial development revenue bonds (“revenue bonds”) are usually 

payable only out of a specific revenue source rather than from general revenues of the governmental entity.  In addition, 

revenue bonds ordinarily are not backed by the faith, credit or general taxing power of the issuing governmental entity.  

Instead, the principal and interest on revenue bonds for private facilities are typically paid out of rents or other specified 
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payments made to the issuing governmental entity by a private company which uses or operates the facilities.  Revenue 

bonds which are not backed by the credit of the issuing governmental entity frequently provide a higher rate of return than 

other municipal obligations, but they entail greater risk than obligations which are guaranteed by a governmental unit with 

taxing power.  The credit quality of industrial development bonds is usually directly related to the credit standing of the user 

of the facilities or the credit standing of a third-party guarantor or other credit enhancement participant, if any. 

 
Health Care Facility Revenue Obligations 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund may invest up to 25% of its assets in health care 

facility bonds which include obligations of issuers whose revenues are derived from services provided by hospitals or other 

health care facilities, including nursing homes.  Ratings of bonds issued for health care facilities are sometimes based on 

feasibility studies that contain projections of occupancy levels, revenues and expenses.  A facility's gross receipts and net 

income available for debt service may be affected by future events and conditions including, among other things, demand 

for services, the ability of the facility to provide the services required, an increasing shortage of qualified nurses or a 

dramatic rise in nursing salaries, physicians' confidence in the facility, management capabilities, economic developments in 

the service area, competition from other similar providers, efforts by insurers and governmental agencies to limit rates, 

legislation establishing state rate-setting agencies, expenses, government regulation, the cost and possible unavailability of 

malpractice insurance, and the termination or restriction of governmental financial assistance, including that associated with 

Medicare, Medicaid and other similar third-party payor programs.  Medicare reimbursements are currently calculated on a 

prospective basis and are not based on a provider's actual costs.  Such method of reimbursement may adversely affect 

reimbursements to hospitals and other facilities for services provided under the Medicare program and thereby may have an 

adverse effect on the ability of such institutions to satisfy debt service requirements.  In the event of a default upon a bond 

secured by hospital facilities, the limited alternative uses for such facilities may result in the recovery upon such collateral 

not providing sufficient funds to fully repay the bonds.  Certain hospital bonds provide for redemption at par upon the 

damage, destruction or condemnation of the hospital facilities or in other special circumstances. 

 

Education Bonds 

The Minnesota Tax-Free Income Fund and the Tax-Free Income Fund may invest in education bonds.  The Funds currently 

invest in higher education bonds and in public education bonds issued by charter schools.  Higher education bonds are 

obligations of issuers that operate universities and colleges.  These issuers derive revenues from tuition, dormitories, grants 

and endowments.  Public education bonds are obligations of issuers that operate primary and secondary schools.  These 

issuers derive revenues primarily from grants from government education funding which is heavily dependent on ad 

valorem taxes.  An issuer’s gross receipts and net income available for debt service on an education bond may be affected 

by future events and conditions including, among other things, economic developments such as fluctuations in interest rates, 

changes in student enrollment; its ability to raise tuition and fees; changes in donations received; and changes in state and 

federal education funding programs.  An education bond issuer’s revenue coincides with enrollment and related 

demographics of enrollment.   

 

Minnesota Tax-Exempt Obligations 

The Minnesota Tax-Free Income Fund, except during temporary defensive periods, will invest primarily in Minnesota tax-

exempt obligations, which include obligations of the State of Minnesota, its political subdivisions, municipalities, 

agencies or instrumentalities, or the tribal government of an Indian tribe located in Minnesota. The Fund may also invest 

in obligations issued by U.S. territories or possessions, for example, Puerto Rico. This Fund therefore is susceptible to 

political, economic and regulatory factors affecting issuers of Minnesota tax-exempt obligations. The following 

information provides only a brief summary of the complex factors affecting the financial situation in Minnesota. The 

information is based primarily upon one or more publicly available offering statements relating to debt offerings of the 

State of Minnesota and releases issued by the Minnesota Department of Management and Budget (the “Department”); the 

information has not been updated, however, from that provided by the State, and it will not be updated during the year. 

The Fund has not independently verified the information. It should be noted that the creditworthiness of obligations issued 

by local Minnesota issuers may be unrelated to the creditworthiness of obligations issued by the State of Minnesota, and 

that there is no obligation on the part of Minnesota to make payment on such local obligations in the event of default. 

Minnesota’s constitutionally prescribed fiscal period is a biennium, and Minnesota operates on a biennial budget basis. 

Legislative appropriations for each biennium are prepared and adopted during the final legislative session of the 

immediately preceding biennium. Legislation has established a cash flow account and a budget reserve account within the 

State’s General Fund. The cash flow account was established to provide sufficient cash balances to cover monthly revenue 

and expenditure imbalances, and the budget reserve account was established to be available to offset budget shortfalls 



 
 13 

during economic downturns. Prior to each fiscal year of a biennium, the Department allots a portion of the applicable 

biennial appropriation to each agency or other entity for which an appropriation has been made. An agency or other entity 

may not expend moneys in excess of its allotment, and Minnesota’s Constitution prohibits borrowing for operating 

purposes beyond the end of a biennium, but Minnesota’s Commissioner of Management and Budget, with the  Governor’s 

prior approval and after consultation with the Legislative Advisory Commission, has statutory authority in the event of a 

projected deficit for the then current biennium to release funds from the budget reserve account and, if a balanced budget 

had been enacted and there are insufficient funds in the reserve account, to reduce (“unallot”) unexpended allotments of 

prior transfers and appropriations. The Governor may seek legislative action when a large reduction in expenditures 

appears necessary, and if Minnesota’s legislature is not in session, the Governor is empowered to convene a special 

session. 

Diversity and a significant natural resource base are two important characteristics of the Minnesota economy. Historically, 

the structure of the State’s economy generally has paralleled the structure of the United States economy as a whole. The 

State’s average annual unemployment rate has consistently been less than the national unemployment rate during recent 

years, except in 2007 when it was equal to the U.S. average. In May 2023, Minnesota’s unemployment rate (seasonally 

adjusted) was 2.9%, compared to a national rate of 3.7%. Since 1980, Minnesota per capita income generally has 

remained above the national average. In 2022, Minnesota per capita personal income was 104% of its U.S. counterpart. 

The State relies heavily on a progressive individual income tax and a retail sales tax for revenue, which results in a fiscal 

system that is sensitive to economic conditions. Capital gains tax realizations have become an increasingly important, but 

volatile, share of Minnesota’s income tax base. Corporate franchise tax revenue has also become an increasing share of 

the state’s General Fund revenue mix. 

Minnesota’s economic outlook remains stable and the state continues to generate budget surpluses fueled by higher 

individual income and corporate franchise tax collections relative to forecasts and slightly lower spending relative to 

estimates. The forecast for individual income and corporate franchise taxes were higher in February 2023 than they were 

in November 2022. General sales tax revenue and state general property tax revenue were slightly lower over this same 

period, -0.3% and -0.2% respectively.  Projected total revenues for the FY 2022-23 biennium, which ended on June 30, 

2023, increased from $59.928 billion to $60.681 billion from the November 2022 Forecast to the February 2023 Forecast. 

As of February 2023, revenues for FY 2022-23 were forecasted to exceed their FY 2020-21 levels by $10.202 billion 

(20.2%). Total tax revenues were projected to be $10.286 billion (21.5 %) more than in FY 2020-21. Individual income 

tax revenues account for 58.3% of the biennial tax revenue growth. Net sales tax receipts account for 20.8% of the 

growth. Corporate, state general property tax, and other receipts in FY 2022-23 account for 20.9% of the growth and are 

22.7% higher than in the FY 2020-21 biennium.  

From November 2022 to February 2023, forecast expenditures decreased by $112 million from $51.766 billion to $51.655 

billion. Slight downward adjustments in health and human services (HHS), E-12 education, and property tax aids and 

credits are responsible for the majority of this change.    

The Department’s November 2022 Budget and Economic Forecast projected a General Fund surplus of $11.617 billion 

for the FY 2022-23 biennium, whereas the Department’s February 2023 Budget and Economic Forecast projected a 

General Fund surplus of $12.484 billion for the FY 2022-23 biennium.  

The Department’s February 2023 Budget and Economic Forecast projects a General Fund surplus of $17.455 billion for 

the FY 2024-25 biennium, which started on July 1, 2023.  This is $66 million lower than the surplus projected in the 

Department’s November 2022 Budget and Economic Forecast.  The increased balance from the FY 2022-23 biennium 

plus an increase in tax revenue forecast for the FY 2024-25 biennium is offset by increased spending estimates, largely 

due to the enactment of 2023 Minn. Laws, Chapter 10 which allows for the inclusion of impact of inflation in spending 

estimates for future biennia.  Total Revenues in the FY 2024-25 biennium are projected to reach $60.776 billion, $599 

million (1.0%) higher than the Department’s November 2022 estimate.  The increase is largely due to an increase to the 

income tax forecast of $563 million (1.8%) compared to the Department’s November 2022 estimate.  Corporate tax 

revenues are also projected higher.  These higher revenue projections are partially offset by slightly lower estimated sales 

tax.  Compared to estimates for the FY 2022-23 biennium, revenues in the FY 2024-25 biennium are projected to be $95 

million (0.1%) higher.    
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In November 2022, the Democratic Farmer Labor Party took control of the Governor’s office and both bodies of the 

legislature for the first time in over a decade. During the 2023 session the legislature adopted a budget totaling 

approximately $71.5 billion for the FY 2024-25 biennium. The budget represents a 38% increase in spending over the FY 

2022-23 state budget of approximately $51.6 billion. In addition to utilizing the state’s projected budget surplus the 

legislature enacted $1 billion in new General Fund taxes, approximately $2.5 billion in new taxes and fees to fund 

transportation and transit initiatives, and $1 billion in shared payroll taxes between employers and employees for a new 

paid family leave program. After three years of inaction, the legislature also passed a pair of capital investment bills 

committing $2.6 billion to the state’s infrastructure through a combination of cash appropriations and borrowing. 

Legislation authorizing the Department to utilize the $378 million in the stadium reserve account to redeem the remaining 

appropriation bonds used to finance US Bank Stadium was also enacted, paying this obligation off 23 years early. This 

legislation redirected future electronic pull-tab revenue from the stadium reserve to the state’s General Fund.     

Forecasts and estimates do not include spending changes beyond those in current law and do not reflect changes made or 

to be made in the 2023 legislative session or future sessions. Wage and price inflation are included in revenue projections 

and estimates and, after a legislative change in February 2023, so is inflation for projected expenditures starting with the 

FY 2024-25 biennium.  Accordingly, there may be spending pressures beyond those reflected in the FY 2022-23 forecast 

as these projections are adjusted only to reflect enrollment and caseload growth in entitlement programs and areas where 

specific statutory formulae exist.  

The National Governors’ Association and the National Association of State Budget Officers have recommended that 

states have budget reserves of at least 5% of annual spending. The Department, in accordance with Minnesota Statutes 

§16A.152, subd. 8, recommends a budget reserve target of 4.8% of General Fund non-dedicated revenue for the current 

biennium, based on an assessment of volatility in the State’s revenue system. The Department’s February 2023 Budget 

and Economic Forecast shows a current budget reserve balance of $2.852 billion, unchanged from the November 2022 

Budget and Economic Forecast.  At this amount the state’s budget reserve has reached the target level of 4.8% of biennial 

General Fund revenue recommended by the state’s budget reserve policy.  

The State’s bond ratings, as of June 30, 2023, were AAA by Moody’s Investors Services (“Moody’s”), AAA by S&P 

Global Ratings (“S&P”) and AAA by Fitch Ratings (“Fitch”). It is not possible to determine whether, or the extent to 

which, Moody’s, S&P, or Fitch will change their ratings in the future. In addition, ratings assigned to individual municipal 

obligations may vary. 

The State is a party to a variety of civil actions that could adversely and materially affect the State’s General Fund. In 

addition, substantial portions of State and local revenues are derived from federal expenditures, and reductions in federal 

aid to the State and its political subdivisions and other federal spending cuts might have substantial adverse effects on the 

economic and fiscal condition of the State and its local governmental units. Risks are inherent in making revenue and 

expenditure forecasts. Economic or fiscal conditions less favorable than those reflected in State budget forecasts may 

create additional budgetary pressures. Possible future changes in federal and state income tax laws, including rate 

reductions, could adversely affect the value and marketability of Minnesota tax-exempt obligations that are held by the 

Minnesota Tax-Free Income Fund. 

State grants and aids represent a large percentage of the total revenues of cities, towns, counties and school districts in 

Minnesota, so State budgetary difficulties might have substantial adverse effects on such local government units. 

Generally, the State has no obligation to make payments on local obligations in the event of a default. Accordingly, 

factors in addition to the State’s financial and economic condition will affect the creditworthiness of Minnesota tax-

exempt obligations that are not backed by the full faith and credit of the State. Even with respect to revenue obligations, 

no assurance can be given that economic or other fiscal difficulties and the resultant impact on State and local government 

finances will not adversely affect the ability of the respective obligors to make timely payment of the principal of and 

interest on Minnesota tax-exempt obligations that are held by the Fund or the value or marketability of such obligations. 

Certain Minnesota tax legislation (see “TAXES, Minnesota Income Taxation – Minnesota Tax-Free Income Fund”) could 

adversely affect the value and marketability of Minnesota tax-exempt obligations that are held by the Minnesota Tax-Free 

Income Fund. 
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Tobacco Settlement Asset-Backed Bonds 

Each Fund, except U.S. Government Securities Fund, may invest in tobacco settlement asset backed bonds.  The master 

settlement agreement of 1998 between the four major tobacco companies and 46 U.S. States, the District of Columbia, and 

several U.S. territories provides that the tobacco companies will pay more than $200 billion to the governmental entities over 

25 years.  Several governmental entities have securitized the future flow of these payments by selling bonds pursuant to 

indentures through distinct entities created by the governmental entity for such purpose.  The bonds are backed by the future 

revenue flow that is used for principal and interest payments on the bonds.  Payment on the Bonds, and thus risk to the Funds, 

is dependent on the receipt of future settlement payments to the governmental entities.  The actual amount of future settlement 

payments is dependent on many factors, including but not limited to, cigarette consumption and the financial capability of 

participating tobacco companies.   

 

Taxable Municipal Securities   

The Quality Income Fund may invest in taxable municipal securities issued by a state or its agencies, instrumentalities, 

municipalities and political subdivisions, or by territories or possessions of the United States (which includes, for example, 

Puerto Rico).  The interest earned on these securities is fully taxable at the federal level and may be subject to tax at the state 

level. 

 

The yields on municipal securities are dependent on a variety of factors, including the general level of interest rates, the 

financial condition of the issuer, general conditions of the municipal securities market, the size of the issue, the maturity of the 

obligation and the rating of the issue.  Taxable municipals offer yields more comparable to those of other taxable sectors, such 

as corporate bonds or bonds issued by U.S. governmental agencies, than to those of tax-exempt municipals.  Ratings are 

general, and not absolute, standards of quality.  Consequently, securities of the same maturity, interest rate and rating may have 

different yields, while securities of the same maturity and interest rate with different ratings may have the same yield. 

Generally, issues of shorter maturity and/ or higher credit quality pay lower yields than issues of longer maturity and/or lower 

credit quality.   

 

The Quality Income Fund may invest in taxable municipal bonds issued pursuant to the American Recovery and Reinvestment 

Act of 2009 (the “Act”) or other legislation providing for the issuance of taxable municipal debt on which the issuer receives 

federal support (“Build America Bonds”). Enacted in February 2009, the Act authorizes state and local governments to issue 

taxable bonds for which, provided certain specified conditions are met, issuers may either (i) receive reimbursement from the 

U.S. Treasury with respect to the interest payments on the bonds (“direct pay” Build America Bonds) or (ii) provide tax credits 

to investors in bonds (“tax credit” Build America Bonds). The federal interest subsidy on direct pay Build America Bonds 

continues for the life of the bonds. Build America Bonds provide an alternative form of financing to state and local 

governments and, in certain cases, may provide a lower net cost of funds to issuers.   

 

Unlike most other municipal bonds, interest received on Build America Bonds is subject to federal income tax and may be 

subject to state tax. Issuance of Build America Bonds ceased on December 31, 2010, as Congress declined to extend the 

provisions of the Act. As such, at the present time issuers do not have the ability to issue new Build America Bonds. Various 

legislative proposals to revive the Act have been introduced in Congress. As of the effective date of this Statement of 

Additional Information, none of the proposed legislation has been acted upon and there is no guarantee that issuers will be able 

to issue Build America Bonds in the future.   

 

Because Build America Bonds are subject to the sunset provision described above, it is difficult to predict the extent to which a 

market for such bonds will develop, meaning that Build America Bonds may be less liquid than other types of municipal 

obligations. Less liquid bonds can become more difficult to value and illiquidity may negatively affect prices of bonds held in 

the portfolio. Because issuers of direct pay Build America Bonds have to meet certain requirements to receive a reimbursement 

from the U.S. Treasury, there is always the possibility that such requirements may not be met by the issuer. Under such a 

scenario, there is a risk that the reimbursement from the U.S. Treasury may be interrupted which may be a problem if the funds 

are pledged to service the debt of the underlying direct pay Build America Bonds. Additionally, if issuers owe money to the 

federal government, the reimbursement from the U.S. Treasury may be subject to an “offset” which could potentially reduce 

the amount of money available to service debt payments on direct pay Build America Bonds. Any interruption and/or offset of 

the reimbursement from the U.S Treasury may reduce the demand for such direct pay Build America Bonds which may, in 

turn, reduce market prices and cause the value of Fund shares to fall. 
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Futures Contracts, Options, Options on Futures Contracts, and Swap Agreements 

The Minnesota Tax-Free Income Fund, Tax-Free Income Fund and Quality Income Fund may invest in interest rate futures 

contracts, index futures contracts and may buy options on such contracts for the purpose of hedging its portfolio of fixed 

income securities (and not for speculative purposes) against the adverse effects of anticipated movements in interest rates. The 

U.S. Government Securities Fund may buy and sell options on interest rate futures contracts and index futures contracts for the 

purpose of hedging.  As a result of entering into futures contracts, no more than 10% of any Fund's (5% for Tax-Free Income 

and Quality Income Fund's) total assets may be committed to margin.   

 

An interest rate futures contract is an agreement to purchase or deliver an agreed amount of debt securities in the future for a 

stated price on a certain date.  The Funds may use interest rate futures solely as a defense or hedge against anticipated interest 

rate changes and not for speculation.  A Fund presently could accomplish a similar result to that which it hopes to achieve 

through the use of futures contracts by selling debt securities with long maturities and investing in debt securities with short 

maturities when interest rates are expected to increase, or conversely, selling short-term debt securities and investing in long-

term debt securities when interest rates are expected to decline.  However, because of the liquidity that is often available in the 

futures market, such protection is more likely to be achieved, perhaps at a lower cost and without changing the rate of interest 

being earned by the Fund, through using futures contracts. 

 

Each Fund may purchase and sell exchange traded put and call options on debt securities of an amount up to 5% of its net 

assets for the purpose of hedging.  The Funds may, from time to time, write exchange-traded call options on debt securities, but 

the Funds will not write put options.  A put option (sometimes called a standby commitment) gives the purchaser of the option, 

in return for a premium paid, the right to sell the underlying security at a specified price during the term of the option.  The 

writer of the put option receives the premium and has the obligation to buy the underlying securities upon exercise at the 

exercise price during the option period.  A call option (sometimes called a reverse standby commitment) gives the purchaser of 

the option, in return for a premium, the right to buy the security underlying the option at a specified exercise price at any time 

during the term of the option.  The writer of the call option receives the premium and has the obligation at the exercise of the 

option, to deliver the underlying security against payment of the exercise price during the option period.  A principal risk of 

standby commitments is that the writer of a commitment may default on its obligation to repurchase or deliver the securities.   

 

Description of Futures Contracts.  A futures contract sale creates an obligation by the Fund, as seller, to deliver the type of 

financial instrument called for in the contract at a specified future time for a stated price.  A futures contract purchase creates 

an obligation by the Fund, as purchaser, to take delivery of the underlying financial instrument at a specified future time for a 

stated price.  The specific securities delivered or taken, respectively, at settlement date, are not determined until at or near that 

date.  The determination is made in accordance with the rules of the exchange on which the futures contract sale or purchase 

was made. 

 

Although futures contracts by their terms call for actual delivery or acceptance of securities, in most cases the contracts are 

closed out before the settlement date without the making or taking of delivery.  Closing out a futures contract sale is effected 

by purchasing a futures contract for the same aggregate amount of the specific type of financial instrument and the same 

delivery date.  If the price of the initial sale of the futures contract exceeds the price of the offsetting purchase, the Fund is paid 

the difference and realizes a gain.  If the price of the offsetting purchase exceeds the price of the initial sale, the Fund pays the 

difference and realizes a loss.  Similarly, the closing out of a futures contract purchase is effected by the Fund entering into a 

futures contract sale.  If the offsetting sale price exceeds the purchase price, the Fund realizes a gain, and if the purchase price 

exceeds the offsetting sale price, the Fund realizes a loss. 

 

The Funds are required to maintain margin deposits with brokerage firms through which they enter into futures contracts.  

Margin balances will be adjusted at least weekly to reflect unrealized gains and losses on open contracts.  In addition, the 

Funds will pay a commission on each contract, including offsetting transactions. 

 

Futures contracts are traded only on commodity exchanges – known as "contract markets" – approved for such trading by the 

Commodity Futures Trading Commission ("CFTC"), and must be executed through a futures commission merchant or 

brokerage firm which is a member of the relevant contract market.  The CFTC regulates trading activity on the exchanges 

pursuant to the Commodity Exchange Act.  The principal exchanges are the Chicago Board of Trade, the Chicago Mercantile 

Exchange (both part of The CME Group), and the International Exchange (ICE).  Each exchange guarantees performance 

under contract provisions through a clearing corporation, a nonprofit organization managed by the exchange membership.  As 

open-end investment companies registered with the SEC, each Fund is subject to the federal securities laws, including the 

Investment Company Act of 1940, related rules, and various SEC and SEC staff positions.  In accordance with these positions, 
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with respect to certain kinds of derivatives, a Fund must “set aside” (referred to sometimes as “asset segregation”) liquid assets, 

or engage in other SEC-approved or staff-approves measures, while the derivatives contracts are open.  For example, with 

respect to futures contracts and forward commitments that are not contractually required to “cash settle,” a Fund must cover its 

open positions by setting aside liquid assets equal to the contracts’ full notional value.  With respect to futures contracts and 

forward commitments that are contractually required to “cash settle,” however, a Fund is permitted to set aside liquid assets in 

an amount equal to the Fund’s daily marked-to-market (net) obligations, if any (i.e., the Fund’s daily net liability, if any), rather 

than the notional value.  By setting aside assets equal only to its net obligations under cash settled futures contract and forward 

commitments, a Fund will have the ability to employ leverage to a greater extent than if it were required to segregate assets 

equal to the full notional value of such contracts.  Each Fund reserves the right to modify its asset segregation policies in the 

future to comply with any changes in the positions articulated from time to time by the SEC and its staff.   

 

Each Fund will limit its direct investments in CFTC-regulated futures, options on futures and swaps (“Futures”) to the extent 

necessary for the Adviser to claim the exclusion from regulation as a commodity pool operator with respect to the Fund under 

CFTC Rule 4.5, as such rule may be amended from time to time.  Under Rule 4.5 as currently in effect, each Fund will limit its 

trading activity in Futures (excluding activity for “bona fide hedging purposes,” as defined by the CFTC) such that it meets one 

of the following tests: a.) Aggregate initial margin and premiums required to establish its positions in Futures do not exceed 

5% of the liquidation value of the Fund’s portfolio, after taking into account unrealized profits and losses on such positions; or 

b.) Aggregate net notional value of its positions in Futures does not exceed 100% of the liquidation value of the Fund’s 

portfolio, after taking into account unrealized profits and losses on such positions.  With respect to each Fund, the Adviser has 

filed a notice of eligibility for exclusion from the definition of the term commodity pool operator under the Commodity 

Exchange Act and therefore is not subject to registration or regulation as a commodity pool operator thereunder.   

 

Risks in Futures Contracts.  One risk in employing futures contracts to protect against cash market price volatility is the 

prospect that futures prices will correlate imperfectly with the behavior of cash prices.  The ordinary spreads between prices in 

the cash and futures markets, due to differences in the natures of those markets, are subject to distortions.  First, all participants 

in the futures market are subject to margin deposit and maintenance requirements.  Rather than meeting additional margin 

deposit requirements, investors may close futures contracts through offsetting transactions which could distort the normal 

relationship between the cash and futures markets.  Second, the liquidity of the futures market depends on participants entering 

into offsetting transactions rather than making or taking delivery.  To the extent participants decide to make or take delivery, 

liquidity in the futures market could be reduced, thus producing distortion.  Third, from the point of view of speculators the 

deposit requirements in the futures market are less onerous than margin requirements in the securities market.  Therefore, 

increased participation by speculators in the futures market may cause temporary price distortions.  Due to the possibility of 

distortion, a correct forecast of general interest trends by the Adviser may still not result in a successful transaction. 

 

Another risk is that the Adviser would be incorrect in its expectation as to the extent of various interest rate movements or the 

time span within which the movements take place.  Closing out a futures contract purchase at a loss because of higher interest 

rates will generally have one or two consequences depending on whether, at the time of closing out, the "yield curve" is normal 

(long-term rates exceeding short-term).  If the yield curve is normal, it is possible that the Fund will still be engaged in a 

program of buying long-term securities.  Thus, closing out the futures contract purchase at a loss will reduce the benefit of the 

reduced price of the securities purchased.  If the yield curve is inverted, it is possible that the Fund will retain its investments in 

short-term securities earmarked for purchase of longer-term securities.  Thus, closing out of a loss will reduce the benefit of the 

incremental income that the Fund will experience by virtue of the high short-term rates. 

 

Risks of Options.  The use of options and options on interest rate futures contracts also involves additional risk.  Compared to 

the purchase or sale of futures contracts, the purchase of call or put options and options on futures contracts involves less 

potential risk to a Fund because the maximum amount at risk is the premium paid for the options (plus transaction costs). 

 

The effective use of options strategies is dependent, among other things, upon the Fund's ability to terminate options positions 

at a time when the Adviser deems it desirable to do so.  Although the Fund will enter into an option position only if the Adviser 

believes that a liquid secondary market exists for such option, there is no assurance that the Fund will be able to effect closing 

transactions at any particular time or at an acceptable price.  The Funds' transactions involving options on futures contracts will 

be conducted only on recognized exchanges. 

 

The Funds' purchase or sale of put or call options and options on futures contracts will be based upon predictions as to 

anticipated interest rates by the Adviser, which could prove to be inaccurate.  Even if the expectations of the Adviser are 
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correct, there may be an imperfect correlation between the change in the value of the options and of the Funds' portfolio 

securities. 

 

The Funds may purchase and sell put and call options and options on interest rate futures contracts which are traded on a 

United States exchange or board of trade as a hedge against changes in interest rates, and will enter into closing transactions 

with respect to such options to terminate existing positions.  An interest rate futures contract provides for the future sale by one 

party and the purchase by the other party of a certain amount of a specific financial instrument (debt security) at a specified 

price, date, time and place.  An option on an interest rate futures contract, as contrasted with the direct investment in such a 

contract, gives the purchaser the right, in return for the premium paid, to assume a position in an interest rate futures contract at 

a specified exercise price at any time prior to the expiration date of the option.  Options on interest rate futures contracts are 

similar to options on securities, which give the purchaser the right, in return for the premium paid, to purchase or sell 

securities.   

 

A call option gives the purchaser of such option the right to buy, and obliges its writer to sell, a specified underlying futures 

contract at a stated exercise price at any time prior to the expiration date of the option.  A purchaser of a put option has the right 

to sell, and the writer has the obligation to buy, such contract at the exercise price during the option period.  Upon exercise of 

an option, the delivery of the futures position by the writer of the option to the holder of the option will be accompanied by 

delivery of the accumulated balance in the writer's futures margin account, which represents the amount by which the market 

price of the futures contract exceeds, in the case of a call, or is less than, in the case of a put, the exercise price of the option on 

the futures contract.  If an option is exercised on the last trading day prior to the expiration date of the option, the settlement 

will be made entirely in cash equal to the difference between the exercise price of the option and the closing price of the 

interest rate futures contract on the expiration date.  The potential loss related to the purchase of an option on interest rate 

futures contracts is limited to the premium paid for the option (plus transaction costs).  Because the value of the option is fixed 

at the point of sale, there are no daily cash payments to reflect changes in the value of the underlying contract; however, the 

value of the option does change daily and that change would be reflected in the net asset values of the Fund. 

 

Purchase of Put Options on Futures Contracts.  The Funds may purchase put options on futures contracts if the Adviser 

anticipates a rise in interest rates.  Because the value of an interest rate or municipal bond index futures contract moves 

inversely in relation to changes in interest rates, a put option on such a contract becomes more valuable as interest rates rise.  

By purchasing put options on futures contracts at a time when the Adviser expects interest rates to rise, the Funds will seek to 

realize a profit to offset the loss in value of its portfolio securities. 

 

Purchase of Call Options on Futures Contracts.  The Funds may purchase call options on futures contracts if the Adviser 

anticipates a decline in interest rates.  The purchase of a call option on an interest rate or index futures contract represents a 

means of obtaining temporary exposure to market appreciation at limited risk.  Because the value of an interest rate or index 

futures contract moves inversely in relation to changes to interest rates, a call option on such a contract becomes more valuable 

as interest rates decline.  The Funds will purchase a call option on a futures contract to hedge against a decline in interest rates 

in a market advance when the Funds are holding cash.  The Funds can take advantage of the anticipated rise in the value of 

long-term securities without actually buying them until the market is stabilized.  At that time, the options can be liquidated and 

the Funds' cash can be used to buy long-term securities. 

 

The Funds expect that new types of futures contracts, options thereon, and put and call options on securities and indexes may 

be developed in the future.  As new types of instruments are developed and offered to investors, the Adviser will be permitted 

to invest in them provided that the Adviser believes their quality is equivalent to the Funds' quality standards. 

 

Swap Agreements.  Swap agreements are two party contracts entered into primarily by institutional investors in which two 

parties agree to exchange the returns (or differential rates of return) earned or realized on particular predetermined 

investments or instruments.   

 

The Funds may enter into swap agreements for purposes of attempting to obtain a particular investment return at a lower 

cost to the Funds than if the Funds had invested directly in an instrument that provided that desired return.  Each Fund bears 

the risk of default by its swap counterpart and may not be able to terminate its obligations under the agreement when it is 

most advantageous to do so.  In addition, certain tax aspects of swap agreements are not entirely clear and their use, 

therefore, may be limited by the requirements relating to the qualification of a Fund as a regulated investment company 

under the Internal Revenue Code of 1986, as amended (the “Code”).   
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Regulation of Investment Company Use of Derivatives 

SEC Rule 18f-4 (“Rule 18f-4” or the “Derivatives Rule”) regulates the ability of the Funds to enter into derivative 

transactions and other leveraged transactions. The Derivatives Rule defines the term “derivatives” to include short sales 

and forward contracts, such as TBA transactions, in addition to instruments traditionally classified as derivatives, such as 

swaps, futures, and options. Rule 18f-4 also regulates other types of leveraged transactions, such as reverse repurchase 

transactions and transactions deemed to be “similar to” reverse repurchase transactions, such as certain securities lending 

transactions. Among other things, under Rule 18f-4, the Funds are prohibited from entering into these derivatives 

transactions except in reliance on the provisions of the Derivatives Rule. The Derivatives Rule establishes limits on the 

derivatives transactions that the Funds may enter into based on the value-at-risk (“VaR”) of the Funds inclusive of 

derivatives. The Funds will generally satisfy the limits under the Rule if the VaR of its portfolio (inclusive of derivatives 

transactions) do not exceed 200% of the VaR of their “designated reference portfolio.” The “designated reference 

portfolio” is a representative unleveraged index or the Funds’ own portfolio absent derivatives holdings, as determined by 

the Funds’ derivatives risk manager.  

 

In addition, among other requirements, Rule 18f-4 requires the Funds to establish a derivatives risk management program, 

appoint a derivatives risk manager, and carry out enhanced reporting to the Funds' Boards of Directors (collectively, the 

“Boards of Directors”), the SEC and the public regarding the Funds’ derivatives activities. These new requirements apply 

unless a fund qualifies as a “limited derivatives user,” which the Derivatives Rule defines as a fund that limits its derivatives 

exposure to 10% of its net assets. It is possible that the limits and compliance costs imposed by the Derivatives Rule may 

adversely affect the Funds’ performance, efficiency in implementing its strategy, liquidity and/or ability to pursue its 

investment objectives and may increase the cost of the Funds’ investments and cost of doing business, which could 

adversely affect investors. The Funds were required to comply with Rule 18f-4 beginning August 19, 2022 and have 

adopted procedures for investing in derivatives and other transactions in compliance with Rule 18f-4. 

 

Zero Coupon Securities 

Each Fund is permitted to invest in zero coupon securities.  Such securities are debt obligations that do not entitle the holder 

to periodic interest payments prior to maturity and are issued and traded at a discount from their face amounts.  The discount 

varies depending on the time remaining until maturity, prevailing interest rates, liquidity of the security and the perceived 

credit quality of the issuer.  The discount, in the absence of financial difficulties of the issuer, decreases as the final maturity 

of the security approaches and this accretion (adjusted for amortization) is recognized as interest income.  The market prices 

of zero coupon securities are more volatile than the market prices of securities of comparable quality and similar maturity 

that pay interest periodically and may respond to a greater degree to fluctuations in interest rates than do such non-zero 

coupon securities. 

 

When-Issued and Forward Commitment Securities 

Each Fund may purchase securities on a “when-issued” basis and may purchase or sell securities on a “forward 

commitment” basis.  When such transactions are negotiated, the price is fixed at the time the commitment is made, but 

delivery and payment for the securities take place at a later date, which can be a month or more after the date of the 

transaction.  The Funds will not accrue income in respect of a security purchased on a forward commitment basis prior to its 

stated delivery date.  At the time the Funds make the commitment to purchase securities on a when-issued or forward 

commitment basis, they will record the transaction and thereafter reflect the value of such securities in determining their net 

asset value.  At the time the Funds enter into a transaction on a when-issued or forward commitment basis, a segregated 

account consisting of cash and liquid high grade debt obligations equal to the value of the when-issued or forward 

commitment securities will be established and maintained with the custodian and will be marked to the market daily.  On the 

delivery date, the Funds will meet their obligations from securities that are then maturing or sales of the securities held in 

the segregated asset account and/or from then available cash flow.  If a Fund disposes of the right to acquire a when-issued 

security prior to its acquisition or disposes of its right to deliver or receive against a forward commitment, it can incur a gain 

or loss due to market fluctuation. 

 

There is always a risk that the securities may not be delivered and that the Funds may incur a loss or will have lost the 

opportunity to invest the amount set aside for such transaction in the segregated asset account.  Settlements in the ordinary 

course of business, which may take substantially more than five business days for non-U.S. securities, are not treated by the 

Funds as when-issued or forward commitment transactions and, accordingly, are not subject to the foregoing limitations 

even though some of the risks described above may be present in such transactions. 
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Repurchase Agreements 

The Tax-Free Income Fund and Minnesota Tax-Free Income Fund are permitted to invest in repurchase agreements.  A 

repurchase agreement is a contract by which a Fund acquires the security (“collateral”) subject to the obligation of the seller 

to repurchase the security at a fixed price and date (within seven days).  A repurchase agreement may be construed as a loan 

pursuant to the 1940 Act.  The Funds may enter into repurchase agreements with respect to any securities which they may 

acquire consistent with their investment policies and restrictions.  The Funds’ custodian will hold the securities underlying 

any repurchase agreement in a segregated account.  In investing in repurchase agreements, the Funds’ risk is limited to the 

ability of the seller to pay the agreed-upon price at the maturity of the repurchase agreement.  In the opinion of the Adviser, 

such risk is not material, since in the event of default, barring extraordinary circumstances, the Funds would be entitled to 

sell the underlying securities or otherwise receive adequate protection under federal bankruptcy laws for their interest in 

such securities.  However, to the extent that proceeds from any sale upon a default are less than the repurchase price, the 

Funds could suffer a loss.  In addition, the Funds may incur certain delays in obtaining direct ownership of the collateral.  

The Adviser will continually monitor the value of the underlying securities to ensure that their value always equals or 

exceeds the repurchase price.  The Adviser will submit a list of recommended issuers of repurchase agreements and other 

short-term securities that it has reviewed for credit worthiness to the Funds’ directors at least quarterly for their approval. 

 

Illiquid Securities 

The Tax-Free Income Fund, Minnesota Tax-Free Income Fund and Quality Income Fund may invest up to 15% of its net 

assets in all forms of "illiquid securities." As a fundamental policy, the U.S. Government Securities Fund is prohibited from 

investing any of its assets in any form of restricted or illiquid securities.  

 

Restricted securities are securities which were originally sold in private placements and which have not been registered 

under the Securities Act of 1933 (the "1933 Act").  Such securities generally have been considered illiquid by the staff of 

the SEC, since such securities may be resold only subject to statutory restrictions and delays or if registered under the 

1933 Act.  However, the SEC has acknowledged that a market exists for certain restricted securities (for example, 

securities qualifying for resale to certain "qualified institutional buyers" pursuant to Rule 144A under the 1933 Act).  

Additionally, a similar market exists for commercial paper issued pursuant to the private placement exemption of Section 

4(2) of the 1933 Act.  As a fundamental policy, the Funds may invest without limitation in these forms of restricted 

securities if such securities are determined by the Adviser to be liquid in accordance with standards established by the 

Boards of Directors.  Under these standards, the Adviser must consider (a) the frequency of trades and quotes for the 

security, (b) the number of dealers willing to purchase or sell the security and the number of other potential purchasers, (c) 

dealer undertakings to make a market in the security, and (d) the nature of the security and the nature of the marketplace 

trades (for example, the time needed to dispose of the security, the method of soliciting offers and the mechanics of 

transfer).  At the present time, it is not possible to predict with accuracy how the markets for certain restricted securities 

will develop.  Investing in restricted securities could have the effect of increasing the level of a Fund's illiquidity to the 

extent that qualified institutional buyers become, for a time, uninterested in purchasing these securities. 

 
The Funds have adopted a Liquidity Risk Management Program (the “Program”) pursuant to Rule 22e-4 under the 

Investment Company Act of 1940.  The Program established policies and procedures to comply with the requirements of 

Rule 22e-4, including the assessment, management and periodic review of liquidity risk; the classification, review and 

reporting of the liquidity of portfolio investments; the determination of a highly liquid investment minimum under certain 

circumstances; board oversight; and a limitation on illiquid securities.   

 

High Yield Securities - Risks 

The Tax-Free Income Fund and Minnesota Tax-Free Income Fund may invest up to 30% of its assets in securities rated below 

investment-grade.  Securities rated below investment-grade are referred to as high yield securities or "junk bonds."  Junk bonds 

are regarded as being predominantly speculative as to the issuer's ability to make payments of principal and interest.  

Investment in such securities involves substantial risk.  Issuers of junk bonds may be highly leveraged and may not have 

available to them more traditional methods of financing.  Therefore, the risks associated with acquiring the securities of such 

issuers generally are greater than is the case with higher rated securities.  For example, during an economic downturn or a 

sustained period of rising interest rates, issuers of junk bonds may be more likely to experience financial stress, especially if 

such issuers are highly leveraged.  In addition, the market for junk bonds is relatively new and has not weathered a major 

economic recession, and it is unknown what effects such a recession might have on such securities.  During such periods, such 

issuers may not have sufficient cash flows to meet their interest payment obligations.  The issuer's ability to service its debt 

obligations also may be adversely affected by specific issuer developments, or the issuer's inability to meet specific projected 

business forecasts, or the unavailability of additional financing.  The risk of loss due to default by the issuer is significantly 
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greater for the holders of junk bonds because such securities may be unsecured and may be subordinated to the creditors of the 

issuer.  While most of the junk bonds in which the Funds may invest do not include securities which, at the time of investment, 

are in default or the issuers of which are in bankruptcy, there can be no assurance that such events will not occur after a Fund 

purchases a particular security, in which case the Fund may experience losses and incur costs.  Junk bonds frequently have call 

or redemption features that would permit an issuer to repurchase the security from the Fund.  If a call were exercised by the 

issuer during a period of declining interest rates, the Fund likely would have to replace such called security with a lower 

yielding security, thus decreasing the net investment income to the Fund and dividends to shareholders. 

 

Junk bonds tend to be more volatile than higher-rated fixed income securities, so that adverse economic events may have a 

greater impact on the prices of junk bonds than on higher-rated fixed income securities.  Factors adversely affecting the market 

value of such securities are likely to affect adversely the Fund's net asset value.  Like higher-rated fixed income securities, junk 

bonds generally are purchased and sold through dealers who make a market in such securities for their own accounts.  

However, there are fewer dealers in the junk bond market, which may be less liquid than the market for higher-rated fixed 

income securities, even under normal economic conditions.  Also there may be significant disparities in the prices quoted for 

junk bonds by various dealers.  Adverse economic conditions and investor perceptions thereof (whether or not based on 

economic fundamentals) may impair the liquidity of this market and may cause the prices the Fund receives for its junk bonds 

to be reduced.  In addition, the Fund may experience difficulty in liquidating a portion of its portfolio when necessary to meet 

the Fund's liquidity needs or in response to a specific economic event such as a deterioration in the creditworthiness of the 

issuer.  Under such conditions, judgment may play a greater role in valuing certain of the Fund's portfolio securities than in the 

case of securities trading in a more liquid market.  In addition, the Fund may incur additional expenses to the extent that it is 

required to seek recovery upon a default on a portfolio holding or to participate in the restructuring of the obligation. 

 

Variable and Floating Rate Notes 

Each Fund may purchase floating and variable rate notes.  The interest rate is adjusted either at predesignated periodic intervals 

(variable rate) or when there is a change in the index rate on which the interest rate on the obligation is based (floating rate).  

These notes normally have a demand feature which permits the holder to demand payment of principal plus accrued interest 

upon a specified number of days' notice.  The issuer of floating and variable rate demand notes normally has a corresponding 

right, after a given period, to prepay at its discretion the outstanding principal amount of the note plus accrued interest upon a 

specified number of days' notice to the noteholders. 

 

Reference Rates 

Certain of Funds’ investments, payment obligations and financing terms may be based on floating rates, such as London 

Interbank Offered Rate (“LIBOR”), Euro Interbank Offered Rate, Secured Overnight Financing Rate and other similar types 

of reference rates (each, a “Reference Rate”). On July 27, 2017, the Chief Executive of the UK Financial Conduct Authority 

(“FCA”), which regulates LIBOR, announced that the FCA will no longer persuade nor compel banks to submit rates for the 

calculation of LIBOR and certain other Reference Rates after 2021.  The ICE Benchmark Administrator discontinued 

publishing all U.S. dollar LIBOR settings after June 30, 2023. The U.S. Federal Reserve, based on the recommendations of 

the New York Federal Reserve's Alternative Reference Rate Committee (comprised of major derivative market participants 

and their regulators), has begun publishing Secured Overnight Financial Rate Data (“SOFR”) that is intended to replace 

U.S. dollar LIBOR. Proposals for alternative reference rates for other currencies have also been announced or have already 

begun publication. Although the transition process away from LIBOR has become increasingly well-defined in advance of 

the anticipated discontinuation dates, the impact on certain debt securities, derivatives and other financial instruments 

remains uncertain. To facilitate the transition of legacy derivatives contracts referencing LIBOR, the International Swaps 

and Derivatives Association, Inc. launched a protocol to incorporate fallback provisions. However, there are obstacles to 

converting certain longer term securities and transactions to a new benchmark or benchmarks and the effectiveness of one 

alternative reference rate versus multiple alternative reference rates in new or existing financial instruments and products 

has not been determined. Certain proposed replacement rates to LIBOR, such as SOFR, which is a broad measure of secured 

overnight U.S. Treasury repo rates, are materially different from LIBOR, and changes in the applicable spread for financial 

instruments transitioning away from LIBOR will need to be made to accommodate the differences. Not all existing LIBOR-

based instruments may have alternative rate-setting provisions and there remains uncertainty regarding the willingness and 

ability of issuers to add alternative rate-setting provisions in certain existing instruments. Global regulators have advised 

market participants to cease entering into new contracts using LIBOR as a reference rate, and it is possible that investments 

in LIBOR-based instruments could invite regulatory scrutiny. In addition, a liquid market for newly-issued instruments that 

use a reference rate other than LIBOR still may be developing. All of the aforementioned may adversely affect the Fund’s 

performance or NAV.  
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SOFR Risk 

SOFR is intended to be a broad measure of the cost of borrowing funds overnight in transactions that are collateralized by 

U.S. Treasury securities. SOFR is calculated based on transaction-level repo data collected from various sources. For each 

trading day, SOFR is calculated as a volume-weighted median rate derived from such data. SOFR is calculated and 

published by the Federal Reserve Bank of New York (“FRBNY”). If data from a given source required by the FRBNY to 

calculate SOFR is unavailable for any day, then the most recently available data for that segment will be used, with 

certain adjustments. If errors are discovered in the transaction data or the calculations underlying SOFR after its initial 

publication on a given day, SOFR may be republished at a later time that day. Rate revisions will be effected only on the 

day of initial publication and will be republished only if the change in the rate exceeds one basis point. 

Because SOFR is a financing rate based on overnight secured funding transactions, it differs fundamentally from LIBOR. 

LIBOR is intended to be an unsecured rate that represents interbank funding costs for different short-term maturities or 

tenors. It is a forward-looking rate reflecting expectations regarding interest rates for the applicable tenor. Thus, LIBOR is 

intended to be sensitive, in certain respects, to bank credit risk and to term interest rate risk. In contrast, SOFR is a secured 

overnight rate reflecting the credit of U.S. Treasury securities as collateral. Thus, it is largely insensitive to credit-risk 

considerations and to short-term interest rate risks. SOFR is a transaction-based rate, and it has been more volatile than 

other benchmark or market rates, such as three-month LIBOR, during certain periods. For these reasons, among others, 

there is no assurance that SOFR, or rates derived from SOFR, will perform in the same or similar way as LIBOR would 

have performed at any time, and there is no assurance that SOFR-based rates will be a suitable substitute for LIBOR. 

SOFR has a limited history, having been first published in April 2018. The future performance of SOFR, and SOFR-based 

reference rates, cannot be predicted based on SOFR’s history or otherwise. Levels of SOFR in the future, including 

following the discontinuation of LIBOR, may bear little or no relation to historical levels of SOFR, LIBOR or other rates. 

 

Investment Companies 

As a non-fundamental investment restriction, generally, each Fund may invest up to 10% of its total assets in the securities of 

investment companies, but not more than 5% of its assets in any one investment company.  There are three types of investment 

companies: closed-end funds, open-end funds (i.e. mutual funds) and unit investments trusts.  

 

Each Fund may invest in investment companies which invest in the same types of securities in which the Fund may invest 

directly.  Closed-end funds generally do not continuously offer their shares for sale. Rather, they sell a fixed number of shares 

at one time, after which the shares typically trade on a secondary market, such as the New York Stock Exchange.  The price of 

closed-end fund shares that trade on a secondary market is determined by the market and may be greater or less than the 

shares’ net asset value. Closed-end fund shares generally are not redeemable. The investment portfolios of closed-end funds 

generally are managed by investment advisers.   

 

The SEC recently adopted revisions to the rules permitting funds to invest in other investment companies to streamline and 

enhance the regulatory framework applicable to fund of funds arrangements. While new Rule 12d1-4 permits more types of 

fund of fund arrangements without reliance on an exemptive order or no-action letters, it imposes new conditions, including 

limits on control and voting of acquired funds' shares, evaluations and findings by investment advisers, fund investment 

agreements, and limits on most three-tier fund structures. 

 

Ratings of Debt Securities 

Investment grade debt securities are rated AAA, AA, A or BBB by S&P Global Ratings (“S&P”), and Fitch, Ratings 

(“Fitch”); or Aaa, Aa, A or Baa by Moody's Investors Services (“Moody’s”).  Investment grade municipal notes are rated 

MIG 1, MIG 2, MIG 3 or MIG 4 (VMIG 1, VMIG 2, VMIG 3 or VMIG 4 for notes with a demand feature) by Moody's or 

SP-1 or SP-2 by S&P.  Securities rated Baa, MIG 4, VMIG 4 or BBB are medium grade, involve some speculative elements 

and are the lowest investment grade available.  Changes in economic conditions or other circumstances are more likely to 

lead to a weakened capacity to make principal and interest payments than is the case with higher grade bonds.  These 

securities generally have less certain protection of principal and interest payments than higher rated securities.  Securities 

rated Ba or BB are judged to have some speculative elements with regard to capacity to pay interest and repay principal.  

Securities rated B by Moody's are considered to generally lack characteristics of a desirable investment and the assurance of 

interest and principal payments over any long period of time may be small.  S&P considers securities rated B to have greater 

vulnerability to default than other speculative grade securities.  Adverse economic conditions will likely impair capacity or 

willingness to pay interest and principal.  Debt securities rated below investment grade are commonly known as junk 

bonds. See Appendix for further information about ratings.   
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The commercial paper purchased by the Funds will consist only of obligations which, at the time of purchase, are (a) rated 

at least Prime-1 by Moody's, A-1 by S&P, or F-1 by Fitch, or (b) if not rated, issued by companies having an outstanding 

unsecured debt issue which at the time of purchase is rated Aa or higher by Moody's or AA or higher by S&P.   

 

Subsequent to their purchase, particular securities or other investments may cease to be rated or their ratings may be reduced 

below the minimum rating required for purchase by the Fund.  Neither event will require the elimination of an investment 

from a Fund's portfolio, but the Adviser will consider such an event in its determination of whether the Fund should 

continue to hold the security. 

 

Diversification 

As a fundamental policy, each Fund except the Minnesota Tax-Free Income Fund intends to operate as a "diversified" 

investment management company, as defined in the 1940 Act.  The Minnesota Tax-Free Income Fund is classified as non-

diversified under the 1940 Act.  A "diversified" investment company means a company which meets the following 

requirements:  At least 75% of the value of the company's total assets is represented by cash and cash items (including 

receivables), "Government Securities", securities of other investment companies, and other securities for the purposes of this 

calculation limited in respect of any one issuer to an amount not greater in value than 5% of the value of the total assets of such 

management company and to not more than 10% of the outstanding voting securities of such issuer.  "Government Securities" 

means securities issued or guaranteed as to principal or interest by the United States, or by a person controlled or supervised by 

and acting as an instrumentality of the Government of the United States pursuant to authority granted by the Congress of the 

United States; or certificates of deposit for any of the foregoing.  Additionally, each of the Funds except Minnesota Tax-Free 

Income Fund adopted certain restrictions that are more restrictive than the policies set forth in this paragraph. 

 

For purposes of such diversification, the identification of the issuer of tax-exempt securities depends on the terms and 

conditions of the security.  If a State or a political subdivision thereof pledges its full faith and credit to payment of a security, 

the State or the political subdivision, respectively, is deemed the sole issuer of the security.  If the assets and revenues of an 

agency, authority or instrumentality of a State or a political subdivision thereof are separate from those of the State or political 

subdivision and the security is backed only by the assets and revenues of the agency, authority or instrumentality, such agency, 

authority or instrumentality is deemed to be the sole issuer.  Moreover, if the security is backed only by revenues of an 

enterprise or specific projects of the state, a political subdivision or agency, authority or instrumentality, such as utility revenue 

bonds, and the full faith and credit of the governmental unit is not pledged to the payment thereof, such enterprise or specific 

project is deemed the sole issuer.  If, however, in any of the above cases, a state, political subdivision or some other entity 

guarantees a security and the value of all securities issued or guaranteed by the guarantor and owned by the Fund exceeds 10% 

of the value of the Fund's total assets, the guarantee is considered a separate security and is treated as an issue of the guarantor. 

 

Concentration Policy 

As a fundamental policy, neither Minnesota Tax-Free Income Fund nor the Tax-Free Income Fund will invest more than 

25% of its assets in revenue bonds payable only from revenues derived from facilities or projects within a single industry; 

however, because other appropriate available investments may be in limited supply, the industry limitation does not apply to 

housing authority obligations or securities issued by governments or political subdivisions of governments. Appropriate 

available investments may be in limited supply from time to time in the opinion of the Adviser due to the Funds’ investment 

policy of investing primarily in “investment grade” securities.  The Tax-Free Income Fund does not intend to invest more 

than 25% of its net assets in securities of governmental units or issuers located in the same state, territory or possession of 

the U.S. 

 

Portfolio Turnover 

To attain the investment objectives of the Funds, the Adviser will usually hold securities for the long-term.  However, if 

circumstances warrant, securities may be sold without regard to length of time held.  Debt securities may be sold in 

anticipation of a market decline (a rise in interest rates) or purchased in anticipation of a market rise (a decline in interest 

rates) and later sold. 

 

Increased turnover results in increased brokerage costs and higher transaction costs for the Funds and may affect the taxes 

shareholders pay.  If a security that has been held for less than the holding period set by law is sold, any resulting gains will 

be taxed in the same manner as ordinary income as opposed to long-term capital gain.  Each Fund’s turnover rate may vary 

from year to year.  The portfolio turnover rates for each of the Funds are contained in the Financial Highlights tables in the 

Prospectus. During the most recent fiscal year, the Sit Quality Income Fund’s portfolio turnover rate was 109.93% of the 

average value of the Fund’s portfolio. The Fund’s higher than usual turnover rate was due to portfolio security transactions 
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made in response to the historically rapid increase in the federal funds rate during such period. For additional information, 

refer to “Brokerage” and “Taxes” below.    

 

Securities Lending 

Each of the Funds may lend portfolio securities to brokers, dealers and other financial institutions needing to borrow securities 

to complete certain transactions.  Such loans may not exceed 33-1/3% of the value of a Fund’s assets, including collateral 

received from such loans.  To date, the Funds have not loaned securities, and neither the Funds nor the Adviser intend to lend 

securities in the immediate future. 

 

The lending of portfolio securities may increase the average annual return to shareholders.  Lending of portfolio securities also 

involves certain risks to the Funds.  As with other extensions of credit, there are risks of delay in recovery of loaned securities, 

or even loss of rights in collateral pledged by the borrower, should the borrower fail financially.  However, the Funds will only 

enter into loan agreements with broker-dealers, banks, and other institutions that the Adviser has determined are creditworthy.  

A Fund may also experience a loss if, upon the failure of a borrower to return loaned securities, the collateral is not sufficient 

in value or liquidity to cover the value of such loaned securities (including accrued interest thereon).  However, the borrower 

will be required to pledge collateral that the custodian for the Fund's portfolio securities will take into possession before any 

securities are loaned. Additionally, the borrower may pledge only cash, securities issued or guaranteed by the U.S. Government 

or its agencies and instrumentalities, certificates of deposit or other high-grade, short-term obligations or interest-bearing cash 

equivalents as collateral.  There will be a daily procedure to ensure that the pledged collateral is equal in value to at least 100% 

of the value of the securities loaned.  Under such procedure, the value of the collateral pledged by the borrower as of any 

particular business day will be determined on the next succeeding business day.  If such value is less than 100% of the value of 

the securities loaned, the borrower will be required to pledge additional collateral.  The risks of borrower default (and the 

resultant risk of loss to a Fund) also are reduced by lending only securities for which a ready market exists.  This will reduce 

the risk that the borrower will not be able to return such securities due to its inability to cover its obligation by purchasing such 

securities on the open market. 

 

To the extent that collateral is comprised of cash, a Fund will be able to invest such collateral only in securities issued or 

guaranteed by the U.S. Government or its agencies and instrumentalities and in certificates of deposit or other high-grade, 

short-term obligations or interest-bearing cash equivalents.  If a Fund invests cash collateral in such securities, the Fund could 

experience a loss if the value of such securities declines below the value of the cash collateral pledged to secure the loaned 

securities.  The amount of such loss would be the difference between the value of the collateral pledged by the borrower and 

the value of the securities in which the pledged collateral was invested. 

 

Duration 

Duration is a measure of the expected life of a fixed income security on a present value basis.  Duration incorporates a 

bond's yield, coupon interest payments, final principal at maturity and call features into one measure.  It measures the 

expected price sensitivity of a fixed income security (or portfolio) for a given change in interest rates.  For example, if 

interest rates rise by one percent, the market value of a security (or portfolio) having a duration of two years generally will 

fall by approximately two percent.  The Adviser uses several methods to compute various duration estimates appropriate for 

particular securities held in portfolios.   

 

Duration incorporates payments prior to maturity and therefore it is considered a more precise measure of interest rate risk 

than "term to maturity."   "Term to maturity" measures only the time until a debt security provides its final payment, and 

does not account for pre-maturity payments.  Most debt securities provide coupon interest payments in addition to a final 

("par") payment at maturity, and some securities have call provisions which allow the issuer to repay the instrument in part 

or in full before the maturity date.  Each of these may affect the security's price sensitivity to interest rate changes.   

 

For bonds that are not subject to calls prior to their maturity, duration is an effective measure of price sensitivity to changing 

interest rates.  However, it does not properly reflect certain types of interest rate risk as bonds may be subject to optional or 

special mandatory redemption provisions that affect the timing of principal repayment and thus, the duration of the debt 

security.  These provisions include refunding calls, sinking fund calls and prepayment calls.  For example, while the stated 

final maturity of mortgage "pass-through" securities is generally 30 years, expected prepayment rates are more important in 

determining duration.  Municipal bonds may also be subject to special redemption from unexpended proceeds, excess 

revenues, sale proceeds or other sources of funds, and municipal bonds may be advance refunded.  Floating and variable 

rate debt securities may have final maturities of ten or more years, yet their interest rate risk corresponds to the frequency 

and benchmark index of the coupon reset.  In such situations, the Adviser uses more sophisticated analytical techniques that 
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incorporate these additional variables to arrive at a modified, effective, implied or average life duration to reflect interest 

rate risk.  These techniques may involve the portfolio manager's expectations of future economic conditions, and these 

assumptions may vary from actual future conditions.  The various methods used to compute appropriate duration estimates 

for certain bond issues, particularly those that are traded infrequently and that have a low amount of outstanding debt such 

as municipal bonds, may require greater reliance on the use of such assumptions by the Adviser.  Therefore, for those issues, 

the effective or implied duration may be a less accurate estimate of interest rate risk than it is for other types of bond issues. 

 

ADDITIONAL INFORMATION ABOUT SELLING SHARES 

 

Suspension of Selling Ability 

 Each Fund may suspend selling privileges or postpone the date of payment: 

- During any period that the NYSE is closed other than customary weekend or holiday closings, or when trading is 

restricted, as determined by the SEC; 

- During any period when an emergency exists, as determined by the SEC, as a result of which it is not reasonably 

practical for the Fund to dispose of securities owned by it or to fairly determine the value of its assets;  
- For such other periods as the SEC may permit. 

 

Telephone Transactions 

Once you place a telephone transaction request to Sit Mutual Funds, it cannot be canceled or modified.  The Funds use 

reasonable procedures to confirm that telephone instructions are genuine, including requiring that payments be made only to 

the shareholder’s address of record or the bank account designated on the application and requiring certain means of telephone 

identification.  If the Fund fails to employ such procedures, it may be liable for any losses suffered by Fund shareholders as a 

result of unauthorized or fraudulent instructions.  During times of chaotic economic or market circumstances, a shareholder 

may have difficulty reaching the Funds by telephone.  Consequently, a redemption or exchange by telephone may be difficult 

to implement at those times.   

 

Redemption-In-Kind 

If the Adviser determines that existing conditions make cash payments undesirable, redemption payments may be made in 

whole or in part in securities or other financial assets, valued for this purpose as they are valued in computing the NAV for 

Fund’s shares.  Shareholders receiving securities or other financial assets on redemption may realize a gain or loss for tax 

purposes and will incur any costs of sale, as well as the associated inconveniences.   

 
COMPUTATION OF NET ASSET VALUE 

 

Net asset value is determined as of the close of the New York Stock Exchange on each day that the exchange is open for 

business.  The customary national business holidays observed by the New York Stock Exchange and on which the Funds are 

closed are:  New Year's Day, Martin Luther King Jr. Day, President's Day, Good Friday, Memorial Day, Juneteenth National 

Independence Day, July Fourth, Labor Day, Thanksgiving Day and Christmas Day.  The net asset value per share will not be 

determined on these national holidays.  The net asset value is calculated by dividing the total value of a Fund’s investments and 

other assets (including accrued income), less any liabilities, by the number of shares outstanding.  The net asset value per share 

of each Fund will fluctuate.   

 

Debt securities may be valued on the basis of prices furnished by one or more pricing services when the Adviser believes 

such prices accurately reflect the fair market value of such securities.  Such pricing services utilize electronic data 

processing techniques to determine prices for normal institutional-size trading units of debt securities without regard to sale 

or bid prices.  When prices are not readily available from a pricing service, or if the Adviser believes they are unreliable, 

securities may be valued at fair value using methods selected in good faith by the Boards of Directors.  The types of 

securities for which such fair value pricing might be required include, but are not limited to: securities, including securities 

traded in foreign markets, where an event occurs after the close of the market in which such security principally trades, but 

before NAV is determined, that will materially affect net asset value, or the closing value is otherwise deemed unreliable; 

securities whose trading has been halted or suspended; debt securities that have gone into default and for which there is no 

current market value quotation; and securities with limited liquidity, including certain high-yield securities or securities that 

are restricted as to transfer or resale.  Short-term investments in debt securities with maturities of less than 60 days when 

acquired, or which subsequently are within 60 days of maturity, are valued by using the amortized cost method of valuation. 
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Securities which are traded on an exchange or on the NASDAQ over-the-counter market are valued at the last quoted sale 

price of the day.  Lacking a last sale price, a security is generally valued at its last bid price.  All other securities for which 

over-the-counter market quotations are readily available are valued at their last bid price.  When market quotations are not 

readily available, or when restricted securities are being valued, such securities are valued at fair value using methods 

selected in good faith by the Boards of Directors. 

 

As of March 31, 2023, the net asset value and public offering price per share for each Fund was calculated as follows:  

(net assets / shares outstanding) = net asset value (NAV) per share = public offering price per share). 
 

Fund   net assets shares outstanding 

NAV and public  

offering price 

U.S. Government Securities Fund – Class S $266,067,178 25,697,202 $10.35 

U.S. Government Securities Fund – Class Y $91,638,654 8,854,648 $10.35 

Quality Income Fund – Class S  $34,440,114 3,638,969 $9.46 

Quality Income Fund – Class Y $110,243,452 11,634,285 $9.48 

Tax-Free Income Fund – Class S  $126,040,724 14,753,956 $8.54 

Tax-Free Income Fund – Class Y $117,114,620 13,710,995 $8.54 

Minnesota Tax-Free Income Fund – Class S $466,994,674 49,546,321 $9.43 

 

MANAGEMENT 

The Sit Mutual Funds are a family of 14 no-load mutual funds.  Four bond Funds are described in this Statement of 

Additional Information: The Sit U.S. Government Securities Fund, Sit Quality Income Fund, Sit Tax-Free Income Fund, 

and the Sit Minnesota Tax-Free Income Fund.  Ten equity funds are described in a separate Statement of Additional 

Information.   

 

Boards of Directors 

Each of the corporate issuers of the 14 Sit Mutual Funds is organized as a Minnesota corporation.  Minnesota law provides 

that the business and affairs of the Funds shall be managed by or under the direction of the Boards of Directors. The Board 

of Directors of each corporate issuer is comprised of the same directors.  Roger J. Sit currently serves as the Chairman of the 

Boards and is an “interested person” of the Funds as defined in the Investment Company Act of 1940.  The Directors have 

determined that the interested chair is appropriate and benefits shareholders because the interested chair is well qualified for 

the position and has a personal and professional stake in the quality and continuity of services provided to the Funds.  

Sidney L. Jones currently serves as the lead independent director.  The term “independent” director refers to a director who 

is not an “interested person” of the Funds as defined in as defined in section 2(a)(19) of the Investment Company Act of 

1940.  The lead independent director’s responsibilities include presiding at meetings of the independent directors; approving 

agendas and schedules of such meetings; facilitating communication with independent directors and the full board of 

directors, management, service providers and committee chairs; serving as the main contact for the independent directors; 

and approving agendas and schedules of the full board meetings.   

 

Independent directors are selected and nominated by the sitting independent directors and elected by the full Board of 

Directors except for those instances when a shareholder vote is required.  In evaluating director nominees, including any 

nominees recommended by shareholders, the Boards of Directors consider many factors, including but not limited to, an 

individual's background, skills, and experience; whether the individual is an "interested person" as defined in the Investment 

Company Act of 1940; and whether the individual would be deemed an "audit committee financial expert" within the 

meaning of applicable SEC rules.  The Boards of Directors also considers whether the individual's background, skills, and 

experience will complement the background, skills, and experience of other directors and will contribute to the diversity of 

the Board.  The Board of Directors selects candidates which enhance the boards’ cumulative qualifications, skills, attributes 

and experience to appropriately oversee the actions of the Sit Mutual Funds’ service providers, decide upon matters of 

general policy and represent the long-term interests of shareholders.   

 

The Sit Mutual Funds seek directors who have high ethical standards and the highest levels of integrity and commitment, 

and other complementary personal qualifications and skills that enable them to function effectively in the context of the 

board and committee structure and who have the ability and willingness to dedicate sufficient time to effectively fulfill their 

duties and responsibilities.   

 

Each director has a significant record of accomplishments in governance, business, not-for-profit organizations, government 

services, academia, law, accounting or other professions.  Below is a brief discussion of the specific key experience, 

qualifications, attributes or skills of each director that led the Board of Directors to conclude that he should serve as a 
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director of the Sit Mutual Funds.  Each director has served on the Board for the number of years listed below, and each 

director’s outside professional experience is outlined below. 

 

The Boards of Directors have established an Audit Committee.  The Audit Committee is composed entirely of independent 

directors.  A member of an Audit Committee may not accept any consulting, advisory, or other compensatory fee from the 

Fund other than in his capacity as a member of the Audit Committee, the Board of Directors, or any other Board committee. 

The function of the Audit Committees is oversight.  The primary responsibilities of the Audit Committee are to oversee the 

Fund’s accounting and financial reporting policies and practices; its internal controls over financial reporting, and the 

internal controls of the Fund’s accounting, transfer agency and custody service providers; to oversee the Fund’s financial 

reporting and the independent audit of the Fund’s financial statements; and to oversee, or, as appropriate, assist the full 

Boards’ oversight of, the Fund’s compliance with legal and regulatory requirements that relate to the Fund’s accounting and 

financial reporting, internal control over financial reporting and independent audits; to act as a liaison between the Fund’s 

independent auditors and the full Boards of Directors.  There were two meetings of the Audit Committee during the Funds’ 

last fiscal year.  In addition, there were two conference calls held during the Funds’ last fiscal year, both were for the 

purpose of reviewing and commenting on the draft semi-annual and annual reports to shareholders.  The members of the 

Audit Committee include: Edward M. Giles, Sidney L. Jones, Bruce C. Lueck, Donald W. Phillips and Barry N. Winslow.   

 

The day-to-day management of certain portions of the Funds’ operations and the associated risks are managed by and are 

the responsibility of contractual service providers, including the Adviser, transfer agent, fund accounting services, 

custodian, legal counsel, and auditors.  With respect to the Boards’ oversight of risk, the Boards rely on reports and 

information received from such entities and other parties, including the Adviser, transfer agent, fund accounting service 

provider, custodian, chief compliance officer, legal counsel, and auditors.  Despite the efforts of the Boards and the various 

parties that participate in the oversight of risk, not all risks will be identified or mitigated.   

 

Information pertaining to the directors of the Funds is set forth below.  The business address of each director is the same as 

that of the Adviser - 3300 IDS Center, 80 South Eighth Street, Minneapolis, Minnesota. 

 
Name, Age and 

Position with 

Funds 

Term of Office (1) 

and Length of Time 

Served 

Principal Occupations During Past 

Five Years 

Number of Funds 

Overseen in Fund  

Complex (3) 

Other 

Directorships Held 

by Director (4) 

Interested Director (2):    

Roger J. Sit  

Age: 61 

Chairman and 

President 

Chairman since 2008; 

Officer since 1998. 

Chairman, President, CEO and Global 

CIO of Sit Investment Associates, Inc. (the 

“Adviser”); Chairman and CEO of Sit 

Fixed Income Advisors II, LLC (“SFI”); 

Chairman of SIA Securities Corp. (the 

“Distributor”).   

14 The Huntington 

National Bank. 

Independent Directors:      

Edward M. Giles 

Age: 87 

Director 

Director since 2012 or 

the Fund’s inception 

if later. 

Senior Vice President of Peter B. Cannell 

& Co., July 2011 to present. 

14 None. 

Sidney L. Jones 

Age: 89 

Director from 1988 to 

1989 and since 1993 

or the Fund’s 

inception, if later. 

Lecturer, Washington Campus Consortium 

of 17 Universities. 

14 None. 

Bruce C. Lueck 

Age: 82 

Director 

Director since 2004 or 

the Fund’s inception, 

if later. 

 

Consultant for Zephyr Management, L.P. 

(investment management) from 2004 to 

2017, and committee member of several 

investment funds and foundations.   

14 None. 

Donald W. Phillips 

Age: 75 

Director 

Director since 1990 

(and since 1993 for 

the Sit International 

Growth Fund) or the 

Fund’s inception if 

later. 

Chairman and CEO of WP Global Partners 

Inc., July 2005 to present. 

14 None. 

Barry N. Winslow 

Age: 75 

Director 

Director since 2010 or 

the Fund’s inception if 

later. 

 

Board member, TCF Financial 

Corporation, July 2014 to July 2019. 

14 None. 
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1) Each Director serves until his resignation, removal or the next meeting of the shareholders at which election of directors is an agenda item and 

until his successor is duly elected and shall qualify. 

2) Director who is deemed to be an “interested person” of the Funds as that term is defined by the Investment Company Act of 1940.  Mr. Sit is 

considered an “interested person” because he is a director and shareholder of Sit Investment Associates, Inc., the Funds’ investment adviser.  

3) The “Fund Complex” consists of the Funds and the Sit Balanced Fund, Sit International Growth Fund, Sit Developing Markets Growth Fund, Sit 

Small Cap Growth Fund, Sit Dividend Growth Fund, Sit Global Dividend Growth Fund, Sit Small Cap Dividend Growth Fund, Sit ESG Growth 

Fund, Sit Large Cap Growth Fund, Inc. and Sit Mid Cap Growth Fund, Inc. (collectively, the "Sit Mutual Funds"). 

4) Includes only directorships of companies required to report under the Securities Exchange Act of 1934 (i.e. public companies) or other investment 

companies registered under the 1940 Act. 

 

Director Key Experience and Qualifications Information 

 

Interested Director 

 

Roger J. Sit 

Roger Sit is Chairman, Chief Executive Officer, President and Global Chief Investment Officer of Sit Investment 

Associates, Inc.  Mr. Sit joined the organization in January 1998 and worked closely with firm founder Gene Sit for over ten 

years. Roger directs investment management activities for Sit Investment Associates, a diverse financial asset management 

firm with capabilities in both domestic and international investment products. Prior to joining the firm, Roger was a Vice 

President and Senior Equity Research Analyst at Goldman Sachs & Co. in New York for seven years. Additionally, he was 

a Captain in the U.S. Air Force, serving six years active duty with financial management responsibilities at Headquarters 

Space Division. Roger graduated with Military Distinction from the U.S. Air Force Academy in 1984. He earned a M.S. in 

Systems Technology from the University of Southern California in 1987 and an M.B.A. with honors from the Harvard 

Graduate School of Business in 1991. Roger serves or has served on the boards of The Huntington Bank, Convergent 

Capital, Minneapolis Institute of Art, McKnight Foundation, and Minnesotans’ Military Appreciation Fund.   

 

Independent Directors 

 

Edward M. Giles 

Mr. Giles holds a B.S. degree in Chemical Engineering from Princeton University and a Masters degree in Industrial 

Management from MIT.  Mr. Giles has a significant record of accomplishments in the investment management industry.  

Currently he is Senior Vice President of Peter B. Cannell & Co., Inc., an investment adviser investing in common stocks of 

publicly traded companies.  Prior to Peter B. Cannell, Mr. Giles served as President of F. Eberstadt & Co.; he was a 

Managing Member of GME Capital, a privately owned investment manager; and he served as Chairman of The Vertical 

Group, Inc., a venture capital firm focused on the fields of medical technology and biotechnology.  Mr. Giles currently 

serves as a member of the Board of Directors of Tepha, Inc., a bioscience company, and he formerly served as a member of 

the Board of Directors of Ventana Medical Systems, Inc., a cancer diagnostic solutions company. 

 

Dr. Sidney L. Jones 

After graduating from Utah State University, and serving as a Lieutenant in the U. S. Army, Dr. Jones earned MBA and  

Ph. D. degrees from Stanford University.  He began his academic career at Northwestern University in 1960 and next joined 

the faculty of The University of Michigan, becoming a full professor in 1968.  In 1969 he joined the Council of Economic 

Advisers to the President as a Senior Economist and Special Assistant to the Chairman.  Subsequent government positions 

included: Minister-Counselor to NATO in the U. S. Foreign Service; Assistant Secretary of Commerce for Economic 

Policy; Deputy Assistant to the President for Economic Policy; Assistant Secretary of the Treasury for Economic Policy; 

Assistant to the Chairman of the Board of Governors of the Federal Reserve System; Under Secretary of Commerce for 

Economic Policy; and, a second tour as Assistant Secretary of the Treasury for Economic Policy.  Other positions held 

include: Fellow, at the Woodrow Wilson Center for International Scholars, Smithsonian Institution; Resident Scholar, at the 

American Enterprise Institute; Adjunct Faculty of the Brookings Institution Center for Public Policy Education; and, the 

visiting faculties of Dartmouth College; Georgetown University; Rice University; Carleton College; Cornell University; 

Arizona State University; and The University of North Carolina.  Dr. Jones served as an adviser to Lawrence and Company, 

Toronto, Canada, from 1993 through 2009.  Dr. Jones is currently a lecturer for the Washington Campus Consortium of 17 

Universities. 

 

Bruce C. Lueck 

Mr. Lueck served as the President and Chief Investment Officer of Okabena Investment Services, Inc., from 1985 through 

2003, with responsibility for asset allocation, internal portfolio management, and outside manager and fund selection for a 

broadly diversified global investment program, including fixed income, traditional equities, venture capital, private equities, 
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and non-traditional hedge funds and private partnerships.  Prior to Okabena, Mr. Lueck spent seventeen years at 

IDS/American Express as an equity analyst, equity portfolio manager, President of IDS Advisory Corporation, and Senior 

Vice President and Board member of IDS.  Mr. Lueck received his B.S. in Industrial Engineering in 1963 and his MBA in 

1967, both from Stanford University.  In the interim he spent two years in the Peace Corps in Ecuador.  Business 

relationships:  University of Minnesota Foundation Investment Advisors Board and Steinberg Asset Management Advisory 

Council.  Past Chairman of the Minnesota Orchestral Association’s Investment Committee and past member of the 

Orchestral Association’s Board of Directors and Executive Committee. 

 

Donald Phillips 

Mr. Phillips is the Founder and Chief Executive Officer of WP Global Partners, Inc. since 2005.  Mr. Phillips was also a 

partner of Ranieri Partners from 2007 through 2012.  Additionally, prior to forming WP Global Partners in 2005, he was the 

Chief Investment Officer and CEO for WestAM and a member of WestAM's Board of Directors; President of Forstmann-

Leff International for three years; Chairman of Equity Institutional Investors for seven years; Chief Investment Officer for 

Ameritech Corporation for eight years; and Director of Employee Benefits for Beatrice Companies for 10 years. He has an 

M.B.A. in finance from Northern Illinois University and a B.A. in business from Western Illinois University.  

 

Barry N. Winslow 

Mr. Winslow served as Vice-Chairman of TCF Financial Corporation, responsible for Wholesale Banking from July 2008 

through July 2014. Previously, he was CEO of TCF National Bank. Since joining TCF in 1987, he has also served as 

President of TCF's Minnesota, Michigan and Illinois banks. Prior to joining TCF he was with Huntington National Bank, his 

last position as Senior Vice President, Corporate Banking.  During his banking career he has also served as an adjunct 

finance instructor at several universities, including Ohio State, Cincinnati, Xavier and North Texas. He served as a First 

Lieutenant in the U.S. Army and is a Vietnam veteran.  Mr. Winslow received his BA and MBA from Ohio State University 

and is a graduate of the Stonier Graduate School of Banking. He is a past member of TCF’s Board of Directors and former 

chair of its BSA/Compliance Committee.  Mr. Winslow is a board member of Minnesotans’ Military Appreciation Fund. 

 

Corporate Officers 

The officers of the Funds manage the day-to-day operation of the Funds.  Information pertaining to the officers of the Funds 

is set forth below.  Except as noted, the business address of each officer is the same as that of the Adviser - 3300 IDS 

Center, Minneapolis, Minnesota. 

 
Name, Age and Position with the 

Funds 

Term of Office and  

Length of Time Served Principal Occupations During Past Five Years 

Roger J. Sit  

Age: 61 

Chairman and President 

Chairman since 10/08; Officer 

since 1998. 

Chairman, President, CEO and Global CIO of Sit Investment 

Associates, Inc. (the “Adviser”); Chairman and CEO of Sit 

Fixed Income Advisors II, LLC (“SFI”); Chairman of SIA 

Securities Corp. (the “Distributor” or “Securities”).   

Mark H. Book 

Age:  60 

Vice President – Investments  

Re-Elected by the Boards 

annually; Officer since 2002. 

Vice President and Portfolio Manager of SFI. 

Bryce A. Doty 

Age:  56 

Vice President – Investments  

Re-Elected by the Boards 

annually; Officer since 1996. 

Senior Vice President and Senior Portfolio Manager of SFI. 

Paul J. Jungquist 

Age: 61 

Vice President – Investments  

Re-Elected by the Boards 

annually; Officer since 1996. 

Senior Vice President and Senior Portfolio Manager of SFI. 

Paul E. Rasmussen 

Age: 62 

Vice President, Treasurer, Secretary 

& Chief Compliance Officer 

Re-Elected by the Boards 

annually; Officer since 1994. 

Vice President, Secretary, Controller and Chief Compliance 

Officer of the Adviser; Vice President, Secretary, and Chief 

Compliance Officer of SFI; President and Treasurer of the 

Distributor. 

Carla J. Rose 

Age: 57 

Vice President, Assistant Secretary 

& Assistant Treasurer 

Re-Elected by the Boards 

annually; Officer since 2000. 

Vice President, Administration & Deputy Controller of the 

Adviser; Vice President, Controller, Treasurer & Assistant 

Secretary of SFI; Vice President and Assistant Secretary of 

the Distributor. 

Kelly K. Boston 

Age: 54 

Assistant Secretary & Assistant 

Treasurer 

Re-Elected by the Boards 

annually; Officer since 2000. 

Staff Attorney of the Adviser; Secretary of the Distributor. 
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Portfolio Managers  

The Funds’ investment decisions are made by a team of portfolio managers and analysts who are jointly responsible for 

the day-to-day management of the Funds.  The portfolio management team is led by Bryce A. Doty, Senior Vice President 

– Investments, and Paul J. Jungquist, Senior Vice President – Investments.  
 

Other Accounts Managed by Portfolio Management Team   

 
As of March 31, 2023 fiscal year end 

 
 

Type of account 

Total 

number of 

accounts Total assets 

Number of accounts  

included in total 

with performance-  

based advisory fee 

Assets of accounts 

included in total 

with performance- 

based advisory fee 

Mark H. Book     

Registered investment companies 4 639,777,533 None 0 

Other pooled investment vehicles 5 506,036,268 13 472,966,222 

Other accounts 73 6,154,021,536 19 1,008,367,624 

Totals 82 7,299,835,337 32 1,481,333,846 

     

Bryce A. Doty     

Registered investment companies 4 639,777,533 None 0 

Other pooled investment vehicles 5 506,036,268 13 472,966,222 

Other accounts 73 6,154,021,536 19 1,008,367,624 

Totals 82 7,299,835,337 32 1,481,333,846 

     

Paul J. Jungquist     

    Registered investment companies 3 1,352,713,346 None 0 

Other pooled investment vehicles 2 10,947,764 2 26,058,862 

Other accounts 60 2,982,332,354 3 37,219,840 

Totals 65 4,345,993,464 5 63,278,702 

     

Christopher M. Rasmussen     

Registered investment companies 4 639,777,533 None 0 

Other pooled investment vehicles 5 506,036,268 13 472,966,222 

Other accounts 73 6,154,021,536 19 1,008,367,624 

Totals 82 7,299,835,337 32 1,481,333,846 

     

Todd S. Emerson     

Registered investment companies 3 1,352,713,346 None 0 

Other pooled investment vehicles 1 8,489,863 None 0 

Other accounts 0 0 None 0 

Totals 4 1,361,203,209 0 0 

     

Kevin P. O’Brien     

 Registered investment companies 3 1,352,713,346 None 0 

Other pooled investment vehicles 1 8,489,863 1 10,047,764 

Other accounts 13 76,786,728 1 11,375,359 

Totals 17 1,437,989,937 2 21,423,123 

 

The Adviser and its affiliates provide investment management and other services to clients who may or may not have 

investment policies, objectives and investments similar to those of the Fund.  The Adviser may give advice and take actions 

on behalf of such clients which differ from advice given or actions taken in respect to the Fund.  The Adviser and its 

affiliates do not manage accounts that have investment strategies that materially conflict with the investment strategy of the 

Funds.   
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Compensation of Investment Professionals 

The Funds do not pay any salary, bonus, deferred compensation, pension or retirement plan on behalf of the portfolio 

managers or any other employees of the Adviser.  The portfolio managers of the Funds receive compensation from the 

Adviser.  The compensation of the portfolio managers and analysts is comprised of a fixed base salary, an annual bonus, and 

periodic deferred compensation bonuses which may include phantom stock plans.  Portfolio managers and analysts also 

participate in the profit sharing 401(k) plan of the Adviser.  Competitive pay in the marketplace is considered in determining 

total compensation.  The bonus awards are based on the attainment of personal and company goals which are comprised of a 

number of factors, including: the annual composite investment performance of the Adviser’s accounts (which may include 

one or more of the Funds) relative to the investment accounts’ benchmark index (including the primary benchmark of a 

Fund included in the composite, if any); the Adviser’s growth in assets under management from new assets (which may 

include assets of a Fund); profitability of the Adviser; and the quality of investment research efforts.  Contributions made to 

the Adviser’s profit sharing 401(k) plan are subject to the limitations of the Internal Revenue Code and Regulations 

thereunder.   

 

Fund Shares Owned by Portfolio Management Team    

The table below indicates the dollar range of Fund ownership in each of the Funds by each member of the portfolio 

management team, as of the most recent fiscal year end, March 31, 2023.   

 
Name of  

Portfolio Manager 

U.S. Government 

Securities Fund 

Quality 

Income Fund 

Tax-Free 

Income Fund 

MN Tax-Free  

Income Fund 

 

Mark H. Book 

$10,001 – 

$50,000 

 

None 

 

None 

 

None 

Bryce A. Doty 

$50,001 –  

$100,000 

 

None 

 

None None 

 

Paul J. Jungquist 

$100,001 - 

$500,000 

 

None 

$1 –  

$10,000 

$500,001 - 

$1,000,000 

Christopher M. Rasmussen 

 

None 

 

None 

 

None None 

Todd S. Emerson 

$10,001 – 

$50,000 

 

None 

 

None None 

Kevin P. O’Brien 

$500,001 - 

$1,000,000 

 

None 

 

None 

$100,001 - 

$500,000 

 
Fund Shares Owned by Directors 

The table below indicates the dollar range of each Board member’s ownership of Fund shares and shares of other funds in the 

Sit Mutual Funds for which he is a Board member, as of the most recent calendar year end, December 31, 2022.   

 

     1)    Director who is deemed to be an "interested person" of the Funds as that term is defined by the Investment Company Act of 1940.   

Name of Director 

U.S. 

Government 

Securities Fund 

 

Quality 

Income Fund 

 

Tax-Free 

Income Fund 

MN 

 Tax-Free 

Income Fund 

Aggregate Dollar Range 

of Equity Securities in 

the 14 Sit Mutual Funds 

Roger J. Sit (1) 

Over 

$100,000 

Over 

$100,000 

   

None 

Over 

$100,000 

Over 

$100,000 

 

Edward M. Giles 

 

None 

 

None 

 

None None 

 

None 

Sidney L. Jones 

Over 

$100,000 

 

None 

 

None None 

Over 

$100,000 

Bruce C. Lueck 

 

None 

 

None 

$1 –  

$10,000 None 

$1 –  

$10,000 

Donald W. Phillips 

 

None 

 

None 

 

None None 

Over 

$100,000  

Barry N. Winslow  

 

None 

 

None 

 

None None 

 

None 
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The table below indicates the amount of securities owned beneficially, or of record, by each independent Director, and his 

immediate family members, in (i) an investment advisor or principal underwriter of the Fund and (ii) a person (other than a 

registered investment company) directly or indirectly controlling, controlled by, or under common control with an investment 

advisor or principal underwriter of the Funds.  Information provided is as of December 31, 2022.  

 

Name of Director 

Name of Owners and 

Relationships to 

Director Company 

Title of 

Class 

Value of 

Securities 

Percent 

of Class 

Edward M. Giles Edward M. Giles IRA #2 Sit Pacific Basin Fund, LLC (1) LLC (2) $302,980 3.00% 

Sidney L. Jones --- --- --- --- --- 

Bruce C. Lueck --- --- --- --- --- 

Donald W. Phillips --- ---    --- --- --- 

Barry N. Winslow  --- --- --- --- --- 
1) Sit Investment Associates, Inc. holds Class A and Class B Membership Interests in the Fund.    

2) Membership Interest in Limited Liability Company 

 

Compensation of Directors 

The following table sets forth the aggregate compensation received by each Director from each Fund and from all fourteen of 

the Sit Mutual Funds for the most recent fiscal year ended March 31, 2023.  The Sit Mutual Funds as a group pay each 

Director, who is not also an officer, an annual fee of $32,000, $4,000 for each meeting attended, and provided reimbursement 

for travel and other expenses.  Each Director that is a member of the Sit Funds’ Audit Committee is paid $1,000 for each Audit 

Committee meeting attended.  The Audit Committee Chairman is paid a $5,000 chairman fee, and the Lead Independent 

Director is paid a $5,000 lead director fee.  Audit Committee meetings are held at least twice a year.  Mr. Jones serves as the 

Lead Independent Director and Chair of the Audit Committee and Mr. Giles, Mr. Lueck, Mr. Phillips, and Mr. Winslow are 

Audit Committee members.  Pursuant to each Fund’s investment management agreement with the Adviser, the Adviser is 

obligated to pay the Funds’ expenses, including fees paid to the Directors.  (See discussion under “Investment Adviser” 

below.)  Directors who are officers of the Adviser or any of its affiliates do not receive any such compensation and are not 

included in the table.   

 

Name of Director 

Aggregate 

Compensation 

For Each 

Fund 

Pension or 

Retirement Benefits 

Accrued as Part of 

Fund Expenses 

Estimated 

Annual 

Benefits Upon 

Retirement 

Total 

Compensation 

From Fund 

Complex 

Edward M. Giles  $3,571 None None $50,000 

Sidney L. Jones 4,286 None None 60,000 

Bruce C. Lueck 3,571 None None 50,000 

Donald W. Phillips 3,571 None None 50,000 

Barry N. Winslow 3,571 None None 50,000 

 

Code of Ethics 

The Funds and their investment adviser and principal underwriter have adopted a code of ethics under Rule 17j-1 of the 

Investment Company Act which permits personnel subject to the code to invest in securities, including securities that may be 

purchased or held by the Funds.   

 

INVESTMENT ADVISER and ADMINISTRATOR 

 

Sit Investment Associates, Inc. (the “Adviser”) was incorporated in Minnesota on July 14, 1981 and has served as the Funds’ 

investment adviser since the inception of each Fund pursuant to Investment Management Agreements.  The Adviser is 

controlled by members of the Sit family and by trusts established for their benefit, the trustees of which are Roger J. Sit and 

Ronald D. Sit.  Roger J. Sit is a Director and President of the Funds.    

 

Terms Common to All Funds' Investment Management Agreements 

Each Fund's Investment Management Agreement provides that the Adviser will manage the investment of the Fund's assets, 

subject to the applicable provisions of the Fund's articles of incorporation, bylaws and current registration statement (including, 

but not limited to, the investment objective, policies and restrictions delineated in the Fund's current prospectus and Statement 

of Additional Information), as interpreted from time to time by the Fund's Board of Directors.  Under each Agreement, the 
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Adviser has the sole and exclusive responsibility for the management of the Fund's investment portfolio and for making and 

executing all investment decisions for the Fund.  The Adviser is obligated under each Agreement to report to the Fund's Board 

of Directors regularly at such times and in such detail as the Board may from time to time determine appropriate, in order to 

permit the Board to determine the adherence of the Adviser to the Fund's investment policies.  Each Agreement also provides 

that the Adviser shall not be liable for any loss suffered by the Fund in connection with the matters to which the Agreement 

relates, except losses resulting from willful misfeasance, bad faith or gross negligence on the part of the Adviser in the 

performance of its obligations and duties or by reason of its reckless disregard of its obligations and duties under the 

Agreement. 

 

Each Agreement provides that the Adviser shall, at its own expense, furnish all office facilities, equipment and personnel 

necessary to discharge its responsibilities and duties under the Agreement and that the Adviser will arrange, if requested by the 

Fund, for officers or employees of the Adviser to serve without compensation from the Fund as directors, officers or 

employees of the Fund if duly elected to such positions by the shareholders or directors of the Fund. 

 

Each Agreement provides that it will continue in effect from year to year only as long as such continuance is specifically 

approved at least annually by the applicable Fund's Board of Directors or shareholders and by a majority of the Board of 

Directors who are not "interested persons" (as defined in the 1940 Act) of the Adviser or the Fund.  Each Agreement is 

terminable upon 60 days' written notice by the Adviser or the Fund and will terminate automatically in the event of its 

"assignment" (as defined in the 1940 Act). 

 

Compensation and Allocation of Expenses 

 

Each Fund pays the Adviser a management fee which is essentially an all-in fee that includes both the advisory fee for 

providing investment advisory services and a supervisory and administrative fee for providing supervisory and administrative 

services the Funds require.  The Adviser is required to bear all of the Funds’ expenses except interest, brokerage commissions, 

portfolio transaction charges including acquired fund fees and expenses and certain extraordinary expenses as determined by 

the board of directors.  The Adviser generally earns a profit on the management fees paid by the Funds, and pursuant to the 

terms of the Investment Management Agreements or Supervision and Administration Agreement, the Adviser, and not Fund 

shareholders, would benefit from any price decreases in third-party services, including decreases resulting from an increase in 

net assets.   

 

Each Fund is obligated to pay the Adviser a monthly fee for its services which is equal to the following annual rates stated as 

a percentage of the average daily net assets: 

Fund   

Advisory 

  Fees 

Supervisory and 

Administrative 

 Fees 

Total  

Contractual 

Management 

 Fees 

Actual 

Management 

Fees After Any 

Applicable Fee 

Waiver(1) 

U.S. Government Securities Fund – Class S 0.20% 0.60% 0.80% 0.80% 

U.S. Government Securities Fund – Class Y 0.20% 0.35% 0.55% 0.55% 

Quality Income Fund – Class S 0.30% 0.60% 0.90% 0.80% 

Quality Income Fund – Class Y 0.30% 0.35% 0.65% 0.55% 

Tax-Free Income Fund – Class S 0.20% 0.60% 0.80% 0.80% 

Tax-Free Income Fund – Class Y 0.20% 0.35% 0.55% 0.55% 

Minnesota Tax-Free Income Fund – Class S 0.20% 0.60% 0.80% 0.80% 
 

1) The Adviser has agreed to waive a portion of the management fee of Sit Quality Income Fund through at least March 31, 2025 so that the 

management fee of Class S shares and Class Y shares of the Fund are 0.80% and 0.55%, respectively. This waiver cannot be terminated without 

approval by the Fund's Board of Directors. After March 31, 2025, the Adviser may elect to extend, modify or terminate this fee waiver.    

 

Set forth below are the investment management fees paid by each Fund during the fiscal years ended March 31, 2023, 2022, 

and 2021, and other fees and expenses paid by the Funds during such years, if any.  The Supervision and Administration 

Agreement between Sit U.S. Government Securities Fund and the Adviser became effective January 1, 2020.  The Supervision 

and Administration Agreement between Sit Quality Income Fund, Sit Tax-Free Income Fund and Sit Minnesota Tax-Free 

Income Fund and the Adviser became effective May 1, 2021. 
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2023 

U.S. Govt. 

Securities 

Fund 

Quality 

Income 

Fund  

Tax-Free 

Income 

Fund 

MN Tax-Free 

Income 

Fund 

Investment Advisory Fees $807,157 $338,310 $547,815 $1,026,823 

Supervisory and Administrative Fee 2,151,462 630,503 1,326,283 3,181,469 

     Net Fund Expense 2,958,619 968,813 1,874,098 4,107,292 

2022     

Investment Advisory Fees 988,340 449,375 1,044,364 1,980,189 

Supervisory and Administrative Fee 2,647,291 631,497 1,628,321 3,727,463 

     Net Fund Expense 3,635,631 1,080,872 2,672,685 5,707,652 

2021     

Investment Advisory Fees 939,360 896,203 2,605,810, 5,215,789 

Supervisory and Administrative Fee 2,699,107 -- -- -- 

     Net Fund Expense 3,638,467 896,203 2,605,810 5,215,789 

 

Re-Approval of Investment Management Agreements 

At their joint meeting held on October 24, 2022, the Boards of Directors of the Sit Mutual Funds unanimously approved 

continuation for another one-year period of the Investment Management Agreements entered into by and between Sit 

Investment Associates, Inc. and Sit Mutual Funds II, Inc. dated November 1, 1992, and Sit U.S. Government Securities 

Fund, Inc. dated November 1, 1992, as previously amended.   

 

DISTRIBUTOR 

 

Sit Mutual Funds II, Inc., on behalf of the Minnesota Tax-Free Income Fund, Tax-Free Income Fund, and Quality Income 

Fund, and the Sit U.S. Government Securities Fund, Inc. have entered into an Underwriting and Distribution Agreement with 

SIA Securities Corp. ("Securities"), an affiliate of the Adviser, pursuant to which Securities acts as each Fund's principal 

underwriter.  The principal business address of Securities is 3300 IDS Center, 80 South Eighth Street, Minneapolis, MN 

55402.  Securities markets each Fund's shares only to certain institutional investors and all other sales of each Fund's shares are 

made by each Fund.  The Adviser pays all expenses of Securities in connection with such services and Securities is otherwise 

not entitled to any other compensation under the Underwriting and Distribution Agreement.  Each Fund will incur no 

additional fees in connection with the Underwriting and Distribution Agreement. 

 

Pursuant to the Underwriting and Distribution Agreement, Securities has agreed to act as the principal underwriter for each 

Fund in the sale and distribution to the public of shares of each Fund, either through dealers or otherwise. Securities has agreed 

to offer such shares for sale at all times when such shares are available for sale and may lawfully be offered for sale and sold.  

Securities continually distributes shares of the Funds on a best efforts basis.  Securities has no obligation to sell any specific 

quantity of Fund shares.  The Underwriting and Distribution Agreement is renewable from year to year if the Fund's directors 

approve such agreement.  The Fund or Securities can terminate the Underwriting and Distribution Agreement at any time 

without penalty on 60 days' notice written notice to the other party.  The Underwriting and Distribution Agreement terminates 

automatically upon its assignment.  In the Underwriting and Distribution Agreement, Securities agrees to indemnify each Fund 

against all costs of litigation and other legal proceedings and against any liability incurred by or imposed on the Fund in any 

way arising out of or in connection with the sale or distribution of each Fund's shares, except to the extent that such liability is 

the result of information which was obtainable by Securities only from persons affiliated with the Fund but not Securities. 

 

Securities or the Adviser may enter into agreements with various brokerage or other firms pursuant to which such firms 

provide certain administrative services with respect to customers who are beneficial owners of shares of the Fund.  The 

Adviser or Securities may compensate such firms for the services provided, which compensation is based on the aggregate 

assets of customers that are invested in the Funds. 

 

BROKERAGE 

 

Transactions on a stock exchange in equity securities will be executed primarily through brokers that will receive a 

commission paid by the applicable Fund.  Fixed income securities, as well as equity securities traded in the over-the-counter 

market, are generally traded on a "net" basis with dealers acting as principals for their own accounts without a stated 

commission, although the price of the security usually includes a profit to the dealer.  In underwritten fixed income and equity 

offerings, securities are purchased at a fixed price that includes an amount of compensation to the underwriter, generally 
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referred to as the underwriter's selling concession or discount.  Certain of these securities may also be purchased directly from 

the issuer, in which case neither commissions nor discounts are paid. 

 

The Adviser selects and, where applicable, negotiates commissions with the broker-dealers who execute the transactions for 

one or more of the Funds.  The primary criterion for the selection of a broker-dealer is the ability of the broker-dealer, in the 

opinion of the Adviser, to secure prompt execution of the transactions on favorable terms, including the best price of the 

security, the reasonableness of the commission and considering the state of the market at the time.  When consistent with these 

objectives, business may be placed with broker-dealers who furnish investment research or services to the Adviser.  Such 

research or services include advice, both directly and in writing, as to the value of securities, the advisability of investing in, 

purchasing or selling securities, and the availability of securities, or purchasers or sellers of securities.  Such services also may 

include analyses and reports concerning issues, industries, securities, economic factors and trends, portfolio strategy, and the 

performance of accounts.  This allows the Adviser to supplement its own investment research activities and enables the 

Adviser to obtain the views and information of individuals and research staffs of many different securities firms prior to 

making investment decisions for the Funds.  To the extent portfolio transactions are effected with broker-dealers who furnish 

research services to the Adviser, the Adviser receives a benefit, not capable of valuation in dollar amounts, without providing 

any direct monetary benefit to the applicable Funds from these transactions.  The Adviser believes that most research services 

they receive generally benefit several or all of the investment companies and private accounts which they manage, as opposed 

to solely benefiting one specific managed fund or account.  Normally, research services obtained through managed funds or 

accounts investing in common stocks would primarily benefit the managed funds or accounts which invest in common stock; 

similarly, services obtained from transactions in fixed income securities would normally be of greater benefit to the managed 

funds or accounts which invest in debt securities. 

 

The Adviser maintains an informal list of broker-dealers, which is used from time to time as a general guide in the placement 

of Fund business, in order to encourage certain broker-dealers to provide the Adviser with research services which the Adviser 

anticipates will be useful to it in managing the Funds.  Because the list is merely a general guide, which is to be used only after 

the primary criterion for the selection of broker-dealers (discussed above) has been met, substantial deviations from the list are 

permissible and may be expected to occur.  The Adviser will authorize a Fund to pay an amount of commission for effecting a 

securities transaction in excess of the amount of commission another broker-dealer would have charged only if the Adviser 

determines in good faith that such amount of commission is reasonable in relation to the value of the brokerage and research 

services provided by such broker-dealer, viewed in terms of either that particular transaction or the Adviser's overall 

responsibilities with respect to the accounts as to which it exercises investment discretion.  Generally, a Fund pays 

commissions higher than the lowest commission rates available. 

 

Fund management does not currently anticipate that a Fund will affect brokerage transactions in its portfolio securities with 

any broker-dealer affiliated directly or indirectly with the Funds or the Adviser. 

 

The Adviser has entered into agreements with Capital Institutional Services, Inc. ("CIS"), and Autranet, Inc. (“AI”), 

unaffiliated registered broker-dealers.  All transactions placed with CIS and AI are subject to the above criteria.  CIS and AI 

provide the Adviser with a wide variety of economic, performance, analytical and investment research information, resources 

from Egan-Jones Rating Company, Fitch Ratings, Moody’s Investors Service Inc., Municipal Market Data, S&P Global 

Ratings, Bloomberg, L.P., Institutional Investor, Pattern Recognition Research Inc., and Stone & McCarthy Research 

Associates.  

 

Investment decisions for each Fund are made independently of those for other clients of the Adviser, including the other Funds. 

When the Funds or clients simultaneously engage in the purchase or sale of the same securities, the price of the transactions is 

averaged and the amount allocated in accordance with a formula deemed equitable to each Fund and client. In some cases, this 

system may adversely affect the price paid or received by the Fund or the size of the position obtainable. All trades will be 

transacted through U.S. based brokerage firms and commercial banks.   

 

Brokerage commissions paid by the Funds for the fiscal years ended March 31, 2023, 2022, and 2021 were: 

 
 2023 2022 2021 

U.S. Government Securities Fund 0 0 0 

Quality Income Fund  0 0 0 

Tax-Free Income Fund $8,657 $1,710 $7,871 

Minnesota Tax-Free Income Fund $809 $6,778 0 
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Tax-Free Income Fund and Minnesota Tax-Free Income Fund fluctuate from year to year due to the amount of the Fund’s 

transactions in securities issued by certain closed-end funds during the period.  
 

PROXY VOTING 

 

The Funds, or the corporate issuer of their shares, on behalf of the Funds, has delegated the voting of portfolio securities to the 

Adviser.  The Adviser has adopted proxy voting policies and procedures (the “Proxy Voting Policy”) for the voting of proxies 

on behalf of client accounts for which the Adviser has voting discretion, including the Fund.  Under the Proxy Voting Policy, 

shares are to be voted in the best interests of the Fund. 

 

A Proxy Committee comprised of senior management is responsible for the development and implementation of the Proxy 

Voting Policy and oversees and manages the day-to-day operations of the Adviser’s Proxy Voting Policies.   

 

Generally, the Adviser exercises proxy voting discretion on proxy proposals in accordance with guidelines (the “Proxy 

Guidelines”) set forth in the Proxy Voting Policy. The Proxy Guidelines address issues which are frequently included in proxy 

proposals.  Such issues include, for example, proposals seeking shareholder approval of equity-based compensation plans, 

changes in corporate control or shareholder rights, poison pills, corporate restructuring, and significant transactions.  Proxy 

proposals which contain novel issues, include unique circumstances, or otherwise are not addressed in the Proxy Guidelines are 

reviewed by the Proxy Committee or it’s designates(s).  The Proxy Committee or its designee(s) review each non-routine issue 

and determine the Adviser’s vote.  The Proxy Committee considers the facts and circumstances of a proposal and retains the 

flexibility to exercise its discretion and apply the Proxy Guidelines in the best interests of the Fund.   

 

The Adviser has retained an independent third party (the “Service Firm”) to provide the Adviser with proxy analysis, vote 

execution, record keeping, and reporting services.   

 

It is possible, but unlikely, that the Adviser may be subject to conflicts of interest in the voting of proxies due to business or 

personal relationships with persons having an interest in the outcome of certain votes. For example, the Adviser may provide 

investment management services to accounts owned or controlled by companies whose management is soliciting proxies, or 

the Adviser may have business or personal relationships with other proponents of proxy proposals, participants in proxy 

contests, corporate directors or candidates for directorships. The Proxy Committee shall take steps to ensure a decision to vote 

the proxy was based on the Fund’s best interest and was not the product of the material conflict. To resolve a material conflict 

of interest, the Proxy Committee may (but is not limited to) base its vote on pre-determined guidelines or polices which 

requires little discretion of Adviser’s personnel; disclose the conflict to the Fund’s board of directors and obtain their consent 

prior to voting; or base its vote on the analysis and recommendation of an independent third party.   

 

The Funds’ proxy voting record is available without charge by calling 800-332-5580 and on the SEC’s website at 

www.sec.gov no later than August 31 for the prior 12-month period ended June 30.   

 

DISCLOSURE OF PORTFOLIO HOLDINGS 

 

The Funds’ Boards of Directors have adopted procedures and policies regarding the disclosure of portfolio holdings in order 

to assist the Funds in preventing the misuse of material nonpublic information and to ensure that shareholders and other 

interested parties continue to receive portfolio information on a uniform basis.  The Chief Compliance Officer oversees 

application of the policies and provides the Boards with periodic reports regarding the Funds’ compliance with the policies. 

  

Complete portfolio holdings are included in the Funds’ annual and semi-annual reports.  The annual and semi-annual reports 

are mailed to all shareholders, and are filed with the SEC.  Copies of the Funds’ reports are available on the Funds’ website. 

 The Funds file their complete portfolio holdings with the SEC within 60 days after the end of their first and third quarters 

on Form N-PORT.  Copies of the Funds’ reports and Forms N-PORT are available free on the EDGAR Database on the 

SEC’s website at www.sec.gov.   

 

A complete portfolio holdings report as of the end of each calendar quarter is available to all shareholders, prospective 

shareholders, intermediaries that distribute the Funds’ shares, third-party service providers, rating and ranking organizations 

and affiliated persons of the Funds.  A copy of the report may be obtained by contacting an Investor Service Representative 

of the Funds at 800-332-5580.   

 

http://www.sec.gov/
http://www.sec.gov/
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The Funds’ Chairman and the Global Chief Investment Officer of Sit Investment Associates, Inc. (“SIA”) (the Funds’ 

investment adviser) may authorize disclosure of portfolio holdings at a time or times other than the calendar quarter end 

provided that a.) the chief investment officer determines that the disclosure of the portfolio information is for a legitimate 

business reason and in the best interest of the Funds; b.) the recipients are subject to a duty of confidentiality (and non-use) 

if appropriate; and c.) the Funds provide a report of the disclosure to the Boards of Directors at the Boards’ next regularly 

scheduled meetings.  The prohibition against the disclosure of non-public portfolio holdings information to an unaffiliated 

third party does not apply to information sharing with the Funds’ service providers, including the Adviser and Sub-Adviser, 

the Funds’ auditor, counsel, accountant, transfer agent, proxy voting service provider or custodian, who require access to 

such information in order to fulfill their contractual duties to the Funds.  

   
Information regarding the Funds’ aggregate portfolio characteristics may be disclosed at any time.  Disclosure of the 

ownership of a particular portfolio holding may be made at any time provided the security has been included in a Fund’s 

quarterly portfolio holdings report.   

 

The Funds, SIA or any affiliate may not receive compensation or other consideration in connection with the disclosure of 

information about portfolio securities. 

 

CONTROL PERSONS AND PRINCIPAL HOLDERS OF SECURITIES 

 

The persons listed below owned of record or beneficially 5% or more of the respective Fund's outstanding shares as of July 3, 

2023.  Any shareholder that owns 25% or more of the outstanding shares of a Fund or class may be presumed to “control” 

(as that term is defined in the 1940 Act) the Fund or class.  Shareholders controlling a portfolio or class could have the 

ability to vote a majority of the shares of the Fund or class on any matter requiring approval of the shareholders of the Fund 

or class.  

Person 

Record 

Only 

Beneficially 

Only 

Of Record & 

Beneficially 

U.S. GOVERNMENT SECURITIES FUND – Class S    

Charles Schwab & Company, Inc., Special Custody Account for Benefit of        

      Cust, 101 Montgomery Street, San Francisco, CA 30%   

National Financial Services Corporation for Benefit of Cust.                                

      P.O. Box 3908, New York, NY 29%   

Pershing LLC, 1 Pershing Plaza, Jersey City, NJ 7%   

    TD Ameritrade Inc., for Benefit of Cust.  

       P.O. Box 2226, Omaha, NE 7% 

 

  

U.S. GOVERNMENT SECURITIES FUND – Class Y    

Charles Schwab & Company, Inc., Special Custody Account for Benefit of        

      Cust, 101 Montgomery Street, San Francisco, CA 22%   

National Financial Services Corporation for Benefit of Cust.                                

      P.O. Box 3908, New York, NY 47%   

American Enterprise Investment 

      707 2nd Avenue South, Minneapolis, MN  9%   

QUALITY INCOME FUND – Class S    

   Charles Schwab & Company, Inc., Special Custody Account for Benefit of         

        Cust, 101 Montgomery Street, San Francisco, CA 16%   

    National Financial Services Corporation for Benefit of Cust.                                

          P.O. Box 3908, New York, NY 9%   

    SEI Private Trust Company, c/o Principal Financial 

          One Freedom Valley Drive, Oaks, PA 5%   

QUALITY INCOME FUND – Class Y 

    Gail V. Sit 2007 Irrevocable Family Trust  

         P.O. Box 2132, Minneapolis, MN                        65% 

   Sit Fixed Income Advisors II, LLC 

         3300 IDS Center, 80 S. 8th Street, Minneapolis   13% 
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Person 

Record 

Only 

Beneficially 

Only 

Of Record & 

Beneficially 

QUALITY INCOME FUND – Class Y (continued) 

SIA Partnership XXII LLP, c/o Carla Rose 

         3300 IDS Center, 80 S. 8th Street, Minneapolis 7%   

TAX-FREE INCOME FUND – Class S    

    Charles Schwab & Company, Inc., Special Custody Account for Benefit of        

         Cust, 101 Montgomery Street, San Francisco, CA 26%   

    National Financial Services Corporation for Benefit of Cust.                                

          P.O. Box 3908, New York, NY  21%   

TAX-FREE INCOME FUND – Class Y    

    SEI Private Trust Company, c/o Choate SWP 

          One Freedom Valley Drive, Oaks, PA 22%   

    The Jung Ja and Steven Malandris Joint Revocable Trust 

          800 Oakhurst Drive, Cheyenne, WY   23% 

    Spousal Trust under the Will of Ivan Bowen II Trust 

          P.O. Box 201, Benson, MN    13% 

    National Financial Services LLC for Benefit of Cust. 

          499 Washington Blvd, Jersey City, NJ 8%   

    Ronald D. Sit and Teresa Fong Sit JTWROS 

          1455 Bridgewater Road, Golden Valley, MN    5% 

MINNESOTA TAX-FREE INCOME FUND – Class S    

Charles Schwab & Company, Inc., Special Custody Account for Benefit of                 

      Cust, 101 Montgomery Street, San Francisco, CA 26%   

National Financial Services Corporation for Benefit of Cust. 

      P.O. Box 3908, New York, NY    16%   

   TD Ameritrade Inc., for Benefit of Cust.  

      P.O. Box 2226, Omaha, NE 

         

   7%   

As of July 3, 2023, the officers and directors of the Funds, as a group, owned 1.8% of the Sit U.S. Government Securities Fund 

– Class Y, 15.2% of the Sit Quality Income Fund – Class S, 2.4% of the Sit Quality Income Fund – Class Y, 1.2% of the Sit 

Tax-Free Income Fund – Class S, 5.5% of the Sit Tax-Free Income Fund – Class Y, and less than 1% of the Sit U.S. 

Government Securities Fund – Class S and Sit Minnesota Tax-Free Income Fund.   

 

TAXES 

 

The following summarizes certain additional tax considerations generally affecting the Funds and their shareholders that 

are not described in the Prospectus. No attempt is made to present a detailed explanation of the tax treatment of the 

Funds or their shareholders, and the discussions here and in the Prospectus are not intended to be a substitute for careful 

tax planning. This discussion relates only to shareholders who are U.S. citizens or residents. There may be other tax 

considerations applicable to particular shareholders. Potential investors should consult their tax advisor with specific 

reference to their own tax situations. 

 

The discussions of the federal tax consequences in the Prospectus and this Statement of Additional Information are based 

on the laws and regulations issued thereunder as in effect as of the date of this Statement of Additional Information. 

Future legislative or administrative changes or court decisions may significantly change the statements included herein, 

and any such changes or decisions may have a retroactive effect with respect to the transactions contemplated herein. 

 

Each Fund has elected to be treated and intends to qualify for each taxable year as a regulated investment company (a 

“RIC”) under Subchapter M of Subtitle A, Chapter 1, of the Code. To qualify as such, a Fund must satisfy certain 

requirements relating to the sources of its income, diversification of its assets and distribution of its income to its 

shareholders. As a RIC, a Fund will not be subject to federal income or excise tax on its net investment income and net 

realized capital gains that are distributed to its shareholders each year in accordance with certain timing requirements 

under the Code. 



 
 39 

 

There are certain tax requirements that each Fund must comply with in order to avoid federal taxation. In their efforts to 

adhere to these requirements, the Funds may have to limit their investment activities in some types of instruments. 

Qualification as a regulated investment company generally requires, among other things, that (1) a Fund derive at least 

90% of its gross income (including tax-exempt interest) for each taxable year from dividends, interest, payments with 

respect to certain securities loans and gains from the sale or other disposition of stocks or securities, or foreign currencies 

or other income (including but not limited to gains from options, futures and forward contracts) derived with respect to 

the Fund’s business of investing in stocks, securities or currencies and net income from qualified publicly traded 

partnerships; and (2) a Fund diversify its holdings so that, at the close of each quarter of each taxable year of the Fund, 

(a) at least 50% of the market value of the Fund’s total (gross) assets is comprised of cash, cash items, U.S. Government 

Securities, securities of other RICs and other securities limited in respect of any one issuer to an amount not greater in 

value than 5% of the value of the Fund’s total assets and to not more than 10% of the outstanding voting securities of 

such issuer, and (b) not more than 25% of the value of the Fund’s total (gross) assets is invested in the (i) securities of 

any one issuer (other than U.S. Government Securities and securities of other RICs), (ii) securities (other than the 

securities of other RICs) of two or more issuers controlled by the Fund and engaged in the same, similar or related trades 

or businesses, or certain publicly traded partnerships or (iii) the securities of one or more qualified publicly traded 

partnerships. 

 

A 4% nondeductible excise tax is imposed on regulated investment companies that fail to distribute with respect to each 

calendar year at least 98% of their ordinary taxable income for the calendar year and 98.2% of their capital gain net 

income (excess of capital gains over capital losses) for the one-year period ending October 31 of such calendar year and 

100% of any such amounts that were not distributed in the prior year. Each Fund intends to make sufficient distributions 

or deemed distributions of its ordinary taxable income and any capital gain net income prior to the end of each calendar 

year to avoid liability for this excise tax. 

 

As a RIC, a Fund will not be subject to U.S. federal income tax on the portion of its income and capital gains that it 

distributes to its shareholders in any taxable year for which it distributes, in compliance with the Code’s timing and other 

requirements, at least 90% of its investment company taxable income (net investment income and the excess of net short-

term capital gain over net long-term capital loss) and at least 90% of its net tax-exempt interest, if any. The Funds intend 

to make sufficient distributions or deemed distributions each year to avoid liability for corporate income tax. If a Fund 

were to fail to make sufficient distributions, it could be liable for corporate income tax and for excise tax in respect of the 

shortfall or, if the shortfall is large enough, such Fund could be disqualified as a regulated investment company. The 

Funds intend to make distributions sufficient to meet these requirements. 

 

If for any taxable year a Fund does not qualify as a RIC, it will be taxed on all of its investment company taxable income 

and net capital gain at corporate rates, its net tax-exempt interest (if any) may be subject to the alternative minimum tax, 

and its distributions to shareholders will be taxable as ordinary dividends to the extent of the Fund’s current and 

accumulated earnings and profits. 

 

For federal income tax purposes, each Fund is generally permitted to carry forward a net capital loss incurred in any 

taxable year to offset its own capital gains, if any. These amounts are available to be carried forward indefinitely to 

offset future capital gains to the extent permitted by the Code and applicable tax regulations, and retain their tax 

character as either short-term or long-term until used by the Fund.  

 

Distributions of the Tax-Free Income Fund and the Minnesota Tax-Free Income Fund (collectively, the “Tax-Free 

Funds”) will generally constitute tax-exempt income for shareholders for federal income tax purposes. However, it is 

possible, depending upon the Tax-Free Funds’ investments, that a portion of the Tax-Free Funds’ distributions could be 

taxable to shareholders as ordinary income or capital gains. 

 

The Tax-Free Funds are required to report to shareholders and the IRS the amount of tax-exempt interest paid to 

shareholders. Shareholders of the Tax-Free Funds should note that taxpayers are required to report the receipt of tax-

exempt interest and “exempt-interest dividends” on their U.S. federal income tax returns and that while exempt from 

regular federal income tax, such amounts are taxable to individuals subject to alternative minimum taxes when tax-

exempt interest and exempt-interest dividends (as defined below) are derived from certain private activity bonds 

generally will constitute an item of tax preference for corporate and noncorporate taxpayers in determining alternative 
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minimum tax liability. Additionally, the receipt of tax-exempt interest will be taken into account to determine if any 

Social Security benefits received are subject to federal income tax. 

 

For a Fund to pay tax-exempt dividends for any taxable year, at least 50% of the aggregate value of the Fund’s assets at 

the close of each quarter of the Fund’s taxable year must consist of exempt-interest obligations. An exempt-interest 

dividend is a dividend or part thereof (other than a capital gain dividend) paid by the Tax-Free Funds and reported by the 

Tax-Free Funds as an exempt-interest dividend in written statements furnished to their shareholders. The aggregate 

amount of dividends so reported by the Tax-Free Funds cannot exceed the excess of the amount of interest exempt from 

tax under Section 103 of the Code received by the Tax-Free Funds during the taxable year over any amounts disallowed 

as deductions under Sections 265 and 171(a)(2) of the Code. 

 

An investment in a Tax-Free Fund is not intended to constitute a balanced investment program. Tax-exempt institutions, 

retirement plans qualified under Section 401 of the Code, H.R. 10 plans and IRAs are generally tax-exempt and would 

not, therefore, gain any additional benefit from the Funds’ dividends being tax-exempt. In addition, the Tax-Free Funds 

may not be an appropriate investment for entities that are “substantial users” of facilities financed by “private activity 

bonds” or “related persons” thereof. “Substantial user” is defined under U.S. Treasury Regulations to include a non-

exempt person who (i) regularly uses a part of such facilities in his or her trade or business and whose gross revenues 

derived with respect to the facilities financed by the issuance of bonds are more than 5% of the total revenues derived by 

all users of such facilities, (ii) occupies more than 5% of the usable area of such facilities or (iii) are persons for whom 

such facilities or a part thereof were specifically constructed, reconstructed or acquired. “Related persons” include 

certain related natural persons, affiliated corporations, a partnership and its partners and an S corporation and its 

shareholders. 

 

Minnesota Income Taxation - Minnesota Tax-Free Income Fund 

Under Minn. Stat. Section 290.0131, individual shareholders generally will not be subject to the Minnesota individual 

income tax on the exempt-interest dividends distributed by a RIC, such as the Minnesota Tax-Free Income Fund, to the 

extent that such exempt-interest dividends are derived from interest income on obligations of the state of Minnesota or 

its political subdivisions, municipalities, governmental agencies or instrumentalities, and provided that at least 95% of 

the exempt-interest dividends are derived from such Minnesota obligations. If less than 95% of the total exempt-interest 

dividends are derived from Minnesota obligations, the full amount of such exempt-interest dividends is taxable for 

Minnesota individual income tax purposes. Interest derived from Minnesota obligations that is exempt from the regular 

Minnesota individual income tax (including qualifying exempt-interest dividends from Minnesota obligations) is taken 

into account in computing the Minnesota alternative minimum tax to the extent such interest is an item of preference for 

purposes of the federal alternative minimum tax. Minnesota Reg. §8002.0300 generally provides that dividends paid by a 

regulated investment company, such as the Minnesota Tax-Free Income Fund, to the extent attributable to interest 

derived from direct obligations of the U.S. government, its agencies, authorities, commissions or instrumentalities 

(including qualifying obligations of Puerto Rico, Guam and the Virgin Islands), may be subtracted from federal taxable 

income in arriving at net income for purposes of the Minnesota individual income tax, provided that such amounts were 

included in federal taxable income. Dividends derived from interest earned on indirect U.S. government obligations 

(such as the Government National Mortgage Association or Federal National Mortgage Association) or from obligations 

of other states and their political subdivisions are fully taxable for Minnesota individual income tax purposes. To the 

extent that such investments are made by the Minnesota Tax-Free Income Fund, the dividends derived from such 

investments will be included in an individual shareholder’s Minnesota taxable income. Any distributions of capital gains 

earned by the Minnesota Fund are included in an individual shareholder's Minnesota taxable income. 

 

CAPITALIZATION AND VOTING RIGHTS  

 

Each of the Funds or the corporate issuer of their shares is organized as a Minnesota corporation.  The U.S. Government 

Securities Fund has one series of common shares consisting of ten billion shares with a par value of one-tenth of one cent 

per share with one billion shares designated as Class Y Shares and one billion shares designated as Class S Shares.   The 

corporate issuer of Tax-Free Income Fund, Minnesota Tax-Free Income Fund, and Quality Income Fund (Sit Mutual Funds 

II, Inc.) is organized as a series fund with one trillion shares of common stock authorized and a par value of one tenth of one 

cent per share.  Ten billion of these shares have been designated by the Board of Directors for each series.  Series A 

represents shares of Tax-Free Income Fund and has two classes of shares with one billion shares designated as Class Y 

Shares and one billion shares designated as Class S Shares.  Series B represents shares of Minnesota Tax-Free Income Fund 

and has one class of shares with one billion shares designated as Class S common shares.  Series E represents shares of 
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Quality Income Fund and has two classes of shares with one billion shares designated as Class Y Shares and one billion 

shares designated as Class S Shares.  The Board of Directors of Sit Mutual Funds II, Inc. is empowered to issue other series 

of common stock without shareholder approval. 

 

The shares of each Fund are nonassessable, can be redeemed or transferred and have no preemptive or conversion rights.  

All shares have equal, noncumulative voting rights which means that the holders of more than 50% of the shares voting for 

the election of Directors can elect all of the Directors if they choose to do so.  A shareholder is entitled to one vote for each 

full share (and a fractional vote for each fractional share) then registered in his/her name on the books of each Fund.  The 

shares of each Fund are of equal value and each share is entitled to a pro rata portion of the income dividends and any 

capital gain distributions.    

 

The Funds are not required under Minnesota law to hold annual or periodically scheduled meetings of shareholders.  

Minnesota corporation law provides for the Board of Directors to convene shareholder meetings when it deems appropriate. 

 In addition, if a regular meeting of shareholders has not been held during the immediately preceding fifteen months, 

Minnesota law allows a shareholder or shareholders holding three percent or more of the voting shares of the Funds to 

demand a regular meeting of shareholders by written notice of demand given to the chief executive officer or the chief 

financial officer of the Funds.  Ninety days after receipt of the demand, a regular meeting of shareholders must be held at 

the expense of the Funds.  Additionally, the Investment Company Act of 1940 requires shareholder votes for all 

amendments to fundamental investment policies and restrictions and for all amendments to investment advisory contracts.  

 

FINANCIAL STATEMENTS 

 

The financial statements included in the Funds’ annual report to shareholders for the fiscal year ended March 31, 2023 (click 
here for 3-31-23 report) are incorporated by reference in this Statement of Additional Information.    

 
OTHER INFORMATION 

 

Custodian; Transfer Agent; Counsel; Accountants 

The Bank of New York Mellon, 111 Sanders Creek Parkway, NY 13057, acts as custodian of the Funds' assets and portfolio 

securities; BNY Mellon Investment Servicing (US) Inc., Attn: 534459, 500 Ross Street, 154-0520, Pittsburgh, PA 15262, is the 

Transfer Agent for the Fund; Faegre Drinker Biddle & Reath LLP, One Logan Square, Ste. 2000, Philadelphia, Pennsylvania 

19103, is the General Counsel for the Funds; and KPMG LLP, 4200 Wells Fargo Center, Minneapolis, Minnesota 55402, acts 

as the Funds' independent registered public accounting firm.  

 

 

LIMITATION OF DIRECTOR LIABILITY 

 

The Directors of the Funds are governed by Minnesota law.  Under Minnesota law, each director of the Funds owes certain 

fiduciary duties to the Funds and to their shareholders.  Minnesota law provides that a director "shall discharge the duties of the 

position of director in good faith, in a manner the director reasonably believes to be in the best interest of the corporation, and 

with the care an ordinarily prudent person in a like position would exercise under similar circumstances."  Fiduciary duties of a 

director of a Minnesota corporation include, therefore, both a duty of "loyalty" (to act in good faith and act in a manner 

reasonably believed to be in the best interests of the corporation) and a duty of "care" (to act with the care an ordinarily prudent 

person in a like position would exercise under similar circumstances).  Minnesota law authorizes corporations to eliminate or 

limit the personal liability of a director to the corporation or its shareholders for monetary damages for breach of the fiduciary 

duty of "care".  Minnesota law does not, however, permit a corporation to eliminate or limit the liability of a director (i) for any 

breach of the directors' duty of "loyalty" to the corporation or its shareholders, (ii) for acts or omissions not in good faith or that 

involve intentional misconduct or a knowing violation of law, (iii) for authorizing a dividend, stock repurchase or redemption 

or other distribution in violation of Minnesota law or for violation of certain provisions of Minnesota securities laws or (iv) for 

any transaction from which the director derived an improper personal benefit.  The Articles of Incorporation of the Company 

limit the liability of directors to the fullest extent permitted by Minnesota statutes, except to the extent that such liability cannot 

be limited as provided in the Investment Company Act of 1940 (which Act prohibits any provisions which purport to limit the 

liability of directors arising from such directors' willful misfeasance, bad faith, gross negligence or reckless disregard of the 

duties involved in the conduct of their role as directors). 

 

https://www.sitfunds.com/wp-content/uploads/2022/05/Sit-Bond-Annual-Report-3-31-22.pdf
https://www.sitfunds.com/wp-content/uploads/2022/05/Sit-Bond-Annual-Report-3-31-22.pdf
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Minnesota law does not eliminate the duty of "care" imposed upon a director.  It only authorizes a corporation to eliminate 

monetary liability for violations of that duty.  Minnesota law, further, does not permit elimination or limitation of liability of 

"officers" to the corporation for breach of their duties as officers (including the liability of directors who serve as officers for 

breach of their duties as officers).  Minnesota law does not permit elimination or limitation of the availability of equitable 

relief, such as injunctive or rescissionary relief.  Further, Minnesota law does not permit elimination or limitation of a director's 

liability under the Securities Act of 1933 or the Securities Exchange Act of 1934, and it is uncertain whether and to what extent 

the elimination of monetary liability would extend to violations of duties imposed on directors by the Investment Company Act 

of 1940 and the rules and regulations adopted under such Act. 
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APPENDIX A 

 

DESCRIPTION OF SECURITIES RATINGS 

 

Short-Term Credit Ratings 
 

An S&P Global Ratings short-term issue credit rating is generally assigned to those obligations considered short-

term in the relevant market.  The following summarizes the rating categories used by S&P Global Ratings for short-term 

issues: 

 

“A-1” – A short-term obligation rated “A-1” is rated in the highest category by S&P Global Ratings.  The 

obligor’s capacity to meet its financial commitments on the obligation is strong.  Within this category, certain obligations 

are designated with a plus sign (+).  This indicates that the obligor’s capacity to meet its financial commitment on these 

obligations is extremely strong. 

 

“A-2” – A short-term obligation rated “A-2” is somewhat more susceptible to the adverse effects of changes in 

circumstances and economic conditions than obligations in higher rating categories.  However, the obligor’s capacity to 

meet its financial commitments on the obligation is satisfactory. 

 

“A-3” – A short-term obligation rated “A-3” exhibits adequate protection parameters.  However, adverse 

economic conditions or changing circumstances are more likely to weaken an obligor’s capacity to meet its financial 

commitments on the obligation. 

 

“B” – A short-term obligation rated “B” is regarded as vulnerable and has significant speculative characteristics.  

The obligor currently has the capacity to meet its financial commitments; however, it faces major ongoing uncertainties 

that could lead to the obligor’s inadequate capacity to meet its financial commitments. 

 

“C” – A short-term obligation rated “C” is currently vulnerable to nonpayment and is dependent upon favorable 

business, financial, and economic conditions for the obligor to meet its financial commitments on the obligation. 

 

“D” – A short-term obligation rated “D” is in default or in breach of an imputed promise.  For non-hybrid capital 

instruments, the “D” rating category is used when payments on an obligation are not made on the date due, unless S&P 

Global Ratings believes that such payments will be made within any stated grace period.  However, any stated grace 

period longer than five business days will be treated as five business days.  The “D” rating also will be used upon the 

filing of a bankruptcy petition or the taking of a similar action and where default on an obligation is a virtual certainty, for 

example due to automatic stay provisions.  A rating on an obligation is lowered to “D” if it is subject to a distressed debt 

restructuring. 

 

 Local Currency and Foreign Currency Ratings – S&P Global Ratings’ issuer credit ratings make a distinction between 

foreign currency ratings and local currency ratings.  A foreign currency rating on an issuer can differ from the local 

currency rating on it when the obligor has a different capacity to meet its obligations denominated in its local currency, 

versus obligations denominated in a foreign currency. 

 

“NR” – This indicates that a rating has not been assigned or is no longer assigned. 

 

 Moody’s Investors Service (“Moody’s”) short-term ratings are forward-looking opinions of the relative credit risks of 

financial obligations with an original maturity of thirteen months or less and reflect both on the likelihood of a default or 

impairment on contractual financial obligations and the expected financial loss suffered in the event of default or 

impairment. 

 

Moody’s employs the following designations to indicate the relative repayment ability of rated issuers: 

 

“P-1” – Issuers (or supporting institutions) rated Prime-1 reflect a superior ability to repay short-term obligations. 

 

“P-2” – Issuers (or supporting institutions) rated Prime-2 reflect a strong ability to repay short-term obligations. 
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“P-3” – Issuers (or supporting institutions) rated Prime-3 reflect an acceptable ability to repay short-term 

obligations. 

 

“NP” – Issuers (or supporting institutions) rated Not Prime do not fall within any of the Prime rating categories. 

 

“NR” – Is assigned to an unrated issuer, obligation and/or program. 

 

Fitch, Inc. / Fitch Ratings Ltd. (“Fitch”) short-term issuer or obligation rating is based in all cases on the short-

term vulnerability to default of the rated entity and relates to the capacity to meet financial obligations in accordance with 

the documentation governing the relevant obligation.  Short-term deposit ratings may be adjusted for loss severity.  Short-

term ratings are assigned to obligations whose initial maturity is viewed as “short-term” based on market convention.1  

Typically, this means up to 13 months for corporate, sovereign, and structured obligations and up to 36 months for 

obligations in U.S. public finance markets.  The following summarizes the rating categories used by Fitch for short-term 

obligations: 

 

“F1” – Securities possess the highest short-term credit quality.  This designation indicates the strongest intrinsic 

capacity for timely payment of financial commitments; may have an added “+” to denote any exceptionally strong credit 

feature. 

 

“F2” – Securities possess good short-term credit quality.  This designation indicates good intrinsic capacity for 

timely payment of financial commitments. 

 

“F3” – Securities possess fair short-term credit quality.  This designation indicates that the intrinsic capacity for 

timely payment of financial commitments is adequate. 

 

“B” – Securities possess speculative short-term credit quality.  This designation indicates minimal capacity for 

timely payment of financial commitments, plus heightened vulnerability to near term adverse changes in financial and 

economic conditions. 

 

“C” – Securities possess high short-term default risk.  Default is a real possibility. 

 

“RD” – Restricted default.  Indicates an entity that has defaulted on one or more of its financial commitments, 

although it continues to meet other financial obligations.  Typically applicable to entity ratings only. 

 

“D” – Default.  Indicates a broad-based default event for an entity, or the default of a short-term obligation. 

 

“NR” – Is assigned to an issue of a rated issuer that are not and have not been rated.  

 

The DBRS Morningstar® Ratings Limited (“DBRS Morningstar”) short-term obligation ratings provide DBRS 

Morningstar’s opinion on the risk that an issuer will not meet its short-term financial obligations in a timely manner.  The 

obligations rated in this category typically have a term of shorter than one year. The R-1 and R-2 rating categories are 

further denoted by the subcategories “(high)”, “(middle)”, and “(low)”. 

 

The following summarizes the ratings used by DBRS Morningstar for commercial paper and short-term debt: 

 

 “R-1 (high)” - Short-term debt rated “R-1 (high)” is of the highest credit quality.  The capacity for the payment of short-

term financial obligations as they fall due is exceptionally high.  Unlikely to be adversely affected by future events. 

 

 “R-1 (middle)” – Short-term debt rated “R-1 (middle)” is of superior credit quality.  The capacity for the payment of 

short-term financial obligations as they fall due is very high.  Differs from “R-1 (high)” by a relatively modest degree.  

Unlikely to be significantly vulnerable to future events. 

 

 
1 A long-term rating can also be used to rate an issue with short maturity. 
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 “R-1 (low)” – Short-term debt rated “R-1 (low)” is of good credit quality. The capacity for the payment of short-term 

financial obligations as they fall due is substantial.  Overall strength is not as favorable as higher rating categories.  May 

be vulnerable to future events, but qualifying negative factors are considered manageable. 

 

 “R-2 (high)” – Short-term debt rated “R-2 (high)” is considered to be at the upper end of adequate credit quality.  The 

capacity for the payment of short-term financial obligations as they fall due is acceptable.  May be vulnerable to future 

events. 

 

 “R-2 (middle)” – Short-term debt rated “R-2 (middle)” is considered to be of adequate credit quality.  The capacity for the 

payment of short-term financial obligations as they fall due is acceptable.  May be vulnerable to future events or may be 

exposed to other factors that could reduce credit quality. 

 

 “R-2 (low)” – Short-term debt rated “R-2 (low)” is considered to be at the lower end of adequate credit quality.  The 

capacity for the payment of short-term financial obligations as they fall due is acceptable.  May be vulnerable to future 

events.  A number of challenges are present that could affect the issuer’s ability to meet such obligations. 

 

 “R-3” – Short-term debt rated “R-3” is considered to be at the lowest end of adequate credit quality.  There is a capacity 

for the payment of short-term financial obligations as they fall due.  May be vulnerable to future events and the certainty 

of meeting such obligations could be impacted by a variety of developments. 

 

 “R-4” – Short-term debt rated “R-4” is considered to be of speculative credit quality.  The capacity for the payment of 

short-term financial obligations as they fall due is uncertain. 

 

 “R-5” – Short-term debt rated “R-5” is considered to be of highly speculative credit quality.  There is a high level of 

uncertainty as to the capacity to meet short-term financial obligations as they fall due. 

 

 “D” – Short-term debt rated “D” is assigned when the issuer has filed under any applicable bankruptcy, insolvency or 

winding-up statute or there is a failure to satisfy an obligation after the exhaustion of grace periods.  DBRS Morningstar 

may also use “SD” (Selective Default) in cases where only some securities are impacted, such as the case of a “distressed 

exchange”. 

 

Long-Term Issue Credit Ratings 

 

The following summarizes the ratings used by S&P Global Ratings for long-term issues: 

 

“AAA” – An obligation rated “AAA” has the highest rating assigned by S&P Global Ratings.  The obligor’s 

capacity to meet its financial commitments on the obligation is extremely strong. 

 

“AA” – An obligation rated “AA” differs from the highest-rated obligations only to a small degree.  The obligor’s 

capacity to meet its financial commitments on the obligation is very strong. 

 

“A” – An obligation rated “A” is somewhat more susceptible to the adverse effects of changes in circumstances 

and economic conditions than obligations in higher-rated categories.  However, the obligor’s capacity to meet its financial 

commitments on the obligation is still strong. 

 

“BBB” – An obligation rated “BBB” exhibits adequate protection parameters.  However, adverse economic 

conditions or changing circumstances are more likely to weaken the obligor’s capacity to meet its financial commitments 

on the obligation. 

 

“BB,” “B,” “CCC,” “CC” and “C” – Obligations rated “BB,” “B,” “CCC,” “CC” and “C” are regarded as having 

significant speculative characteristics.  “BB” indicates the least degree of speculation and “C” the highest.  While such 

obligations will likely have some quality and protective characteristics, these may be outweighed by large uncertainties or 

major exposure to adverse conditions. 
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“BB” – An obligation rated “BB” is less vulnerable to nonpayment than other speculative issues.  However, it 

faces major ongoing uncertainties or exposure to adverse business, financial, or economic conditions that could lead to the 

obligor’s inadequate capacity to meet its financial commitments on the obligation. 

 

“B” – An obligation rated “B” is more vulnerable to nonpayment than obligations rated “BB”, but the obligor 

currently has the capacity to meet its financial commitments on the obligation.  Adverse business, financial, or economic 

conditions will likely impair the obligor’s capacity or willingness to meet its financial commitments on the obligation. 

 

“CCC” – An obligation rated “CCC” is currently vulnerable to nonpayment and is dependent upon favorable 

business, financial, and economic conditions for the obligor to meet its financial commitments on the obligation.  In the 

event of adverse business, financial, or economic conditions, the obligor is not likely to have the capacity to meet its 

financial commitments on the obligation. 

 

“CC” – An obligation rated “CC” is currently highly vulnerable to nonpayment.  The “CC” rating is used when a 

default has not yet occurred but S&P Global Ratings expects default to be a virtual certainty, regardless of the anticipated 

time to default. 

 

“C” – An obligation rated “C” is currently highly vulnerable to nonpayment, and the obligation is expected to 

have lower relative seniority or lower ultimate recovery compared with obligations that are rated higher. 

 

“D” – An obligation rated “D” is in default or in breach of an imputed promise.  For non-hybrid capital 

instruments, the “D” rating category is used when payments on an obligation are not made on the date due, unless S&P 

Global Ratings believes that such payments will be made within the next five business days in the absence of a stated 

grace period or within the earlier of the stated grace period or the next 30 calendar days.  The “D” rating also will be used 

upon the filing of a bankruptcy petition or the taking of similar action and where default on an obligation is a virtual 

certainty, for example due to automatic stay provisions.  A rating on an obligation is lowered to “D” if it is subject to a 

distressed debt restructuring 

 

Plus (+) or minus (-) – Ratings from “AA” to “CCC” may be modified by the addition of a plus (+) or minus (-) 

sign to show relative standing within the rating categories. 

 

“NR” – This indicates that a rating has not been assigned, or is no longer assigned. 

 

 Local Currency and Foreign Currency Ratings - S&P Global Ratings’ issuer credit ratings make a distinction between 

foreign currency ratings and local currency ratings.   A foreign currency rating on an issuer can differ from the local 

currency rating on it when the obligor has a different capacity to meet its obligations denominated in its local currency, 

versus obligations denominated in a foreign currency. 

 

 Moody’s long-term ratings are forward-looking opinions of the relative credit risks of financial obligations with an 

original maturity of eleven months or more.  Such ratings reflect both on the likelihood of default or impairment on 

contractual financial obligations and the expected financial loss suffered in the event of default or impairment.  The 

following summarizes the ratings used by Moody’s for long-term debt: 

 

“Aaa” – Obligations rated “Aaa” are judged to be of the highest quality, subject to the lowest level of credit risk. 

 

“Aa” – Obligations rated “Aa” are judged to be of high quality and are subject to very low credit risk. 

 

“A” – Obligations rated “A” are judged to be upper-medium grade and are subject to low credit risk. 

 

“Baa” – Obligations rated “Baa” are judged to be medium-grade and subject to moderate credit risk and as such 

may possess certain speculative characteristics. 

 

“Ba” – Obligations rated “Ba” are judged to be speculative and are subject to substantial credit risk. 

 

“B” – Obligations rated “B” are considered speculative and are subject to high credit risk. 
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“Caa” – Obligations rated “Caa” are judged to be speculative of poor standing and are subject to very high credit 

risk. 

 

“Ca” – Obligations rated “Ca” are highly speculative and are likely in, or very near, default, with some prospect 

of recovery of principal and interest. 

 

“C” – Obligations rated “C” are the lowest rated and are typically in default, with little prospect for recovery of 

principal or interest. 

 

Note:  Moody’s appends numerical modifiers 1, 2, and 3 to each generic rating classification from “Aa” through 

“Caa.”  The modifier 1 indicates that the obligation ranks in the higher end of its generic rating category; the modifier 2 

indicates a mid-range ranking; and the modifier 3 indicates a ranking in the lower end of that generic rating category. 

 

“NR” – Is assigned to unrated obligations, obligation and/or program. 

 

 The following summarizes long-term ratings used by Fitch: 

 

“AAA” – Securities considered to be of the highest credit quality.  “AAA” ratings denote the lowest expectation 

of credit risk.  They are assigned only in cases of exceptionally strong capacity for payment of financial commitments.  

This capacity is highly unlikely to be adversely affected by foreseeable events. 

 

“AA” – Securities considered to be of very high credit quality.  “AA” ratings denote expectations of very low 

credit risk.  They indicate very strong capacity for payment of financial commitments.  This capacity is not significantly 

vulnerable to foreseeable events. 

 

“A” – Securities considered to be of high credit quality.  “A” ratings denote expectations of low credit risk.  The 

capacity for payment of financial commitments is considered strong.  This capacity may, nevertheless, be more vulnerable 

to adverse business or economic conditions than is the case for higher ratings. 

 

“BBB” – Securities considered to be of good credit quality.  “BBB” ratings indicate that expectations of credit 

risk are currently low.  The capacity for payment of financial commitments is considered adequate, but adverse business 

or economic conditions are more likely to impair this capacity. 

  

“BB” – Securities considered to be speculative.  “BB” ratings indicates an elevated vulnerability to credit risk, 

particularly in the event of adverse changes in business or economic conditions over time; however, business or financial 

alternatives may be available to allow financial commitments to be met. 

 

“B” – Securities considered to be highly speculative.  “B” ratings indicate that material credit risk is present 

 

“CCC” – A “CCC” rating indicates that substantial credit risk is present. 

 

“CC” – A “CC” rating indicates very high levels of credit risk. 

 

“C” – A “C” rating indicates exceptionally high levels of credit risk. 

 

Defaulted obligations typically are not assigned “RD” or “D” ratings but are instead rated in the “CCC” to “C” 

rating categories, depending on their recovery prospects and other relevant characteristics.  Fitch believes that this 

approach better aligns obligations that have comparable overall expected loss but varying vulnerability to default and loss. 

 

Plus (+) or minus (-) may be appended to a rating to denote relative status within major rating categories.  Such 

suffixes are not added to the “AAA” obligation rating category, or to corporate finance obligation ratings in the categories 

below “CCC”. 

 

“NR” – Is assigned to an unrated issue of a rated issuer. 
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The DBRS Morningstar long-term obligation ratings provide DBRS Morningstar’s opinion on the risk that 

investors may not be repaid in accordance with the terms under which the long-term obligation was issued.  The 

obligations rated in this category typically have a term of one year or longer.  All rating categories other than AAA and D 

also contain subcategories “(high)” and “(low)”.  The absence of either a “(high)” or “(low)” designation indicates the 

rating is in the middle of the category.  The following summarizes the ratings used by DBRS Morningstar for long-term 

debt: 

 

 “AAA” – Long-term debt rated “AAA” is of the highest credit quality.  The capacity for the payment of financial 

obligations is exceptionally high and unlikely to be adversely affected by future events. 

 

 “AA” – Long-term debt rated “AA” is of superior credit quality.  The capacity for the payment of financial obligations is 

considered high.  Credit quality differs from “AAA” only to a small degree.  Unlikely to be significantly vulnerable to 

future events. 

 

 “A” – Long-term debt rated “A” is of good credit quality.  The capacity for the payment of financial obligations is 

substantial, but of lesser credit quality than “AA.”  May be vulnerable to future events, but qualifying negative factors are 

considered manageable. 

 

 “BBB” – Long-term debt rated “BBB” is of adequate credit quality.  The capacity for the payment of financial obligations 

is considered acceptable.  May be vulnerable to future events. 

 

 “BB” – Long-term debt rated “BB” is of speculative, non-investment grade credit quality.  The capacity for the payment 

of financial obligations is uncertain.  Vulnerable to future events. 

 

 “B” – Long-term debt rated “B” is of highly speculative credit quality.  There is a high level of uncertainty as to the 

capacity to meet financial obligations. 

 

 “CCC”, “CC” and “C” – Long-term debt rated in any of these categories is of very highly speculative credit quality. In 

danger of defaulting on financial obligations.  There is little difference between these three categories, although “CC” and 

“C” ratings are normally applied to obligations that are seen as highly likely to default or subordinated to obligations rated 

in the “CCC” to “B” range.  Obligations in respect of which default has not technically taken place but is considered 

inevitable may be rated in the “C” category. 

 

 “D” – A security rated “D” is assigned when the issuer has filed under any applicable bankruptcy, insolvency or winding 

up statute or there is a failure to satisfy an obligation after the exhaustion of grace periods.  DBRS Morningstar may also 

use “SD” (Selective Default) in cases where only some securities are impacted, such as the case of a “distressed 

exchange”. 

 

Municipal Note Ratings 

 

An S&P Global Ratings U.S. municipal note rating reflects S&P Global Ratings’ opinion about the liquidity 

factors and market access risks unique to the notes. Notes due in three years or less will likely receive a note rating.  Notes 

with an original maturity of more than three years will most likely receive a long-term debt rating.  In determining which 

type of rating, if any, to assign, S&P Global Ratings’ analysis will review the following considerations: 

 

 Amortization schedule - the larger the final maturity relative to other maturities, the more likely it will be 

treated as a note; and 

 

 Source of payment - the more dependent the issue is on the market for its refinancing, the more likely it will be 

treated as a note. 

 

Municipal Short-Term Note rating symbols are as follows: 

 

“SP-1” – A municipal note rated “SP-1” exhibits a strong capacity to pay principal and interest.  An issue 

determined to possess a very strong capacity to pay debt service is given a plus (+) designation. 
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“SP-2” – A municipal note rated “SP-2” exhibits a satisfactory capacity to pay principal and interest, with some 

vulnerability to adverse financial and economic changes over the term of the notes. 

 

“SP-3” – A municipal note rated “SP-3” exhibits a speculative capacity to pay principal and interest. 

 

“D” – This rating is assigned upon failure to pay the note when due, completion of a distressed debt restructuring, 

or the filing of a bankruptcy petition or the taking of similar action and where default on an obligation is a virtual 

certainty, for example due to automatic stay provisions. 

 

Moody’s uses the global short-term Prime rating scale (listed above under Short-Term Credit Ratings) for 

commercial paper issued by U.S. municipalities and nonprofits.  These commercial paper programs may be backed by 

external letters of credit or liquidity facilities, or by an issuer’s self-liquidity. 

 

For other short-term municipal obligations, Moody’s uses one of two other short-term rating scales, the Municipal 

Investment Grade (“MIG”) and Variable Municipal Investment Grade (“VMIG”) scales provided below. 

 

Moody’s uses the MIG scale for U.S. municipal cash flow notes, bond anticipation notes and certain other short-

term obligations, which typically mature in three years or less.  Under certain circumstances, Moody’s uses the MIG scale 

for bond anticipation notes with maturities of up to five years. 

 

MIG Scale 

 

“MIG-1” – This designation denotes superior credit quality.  Excellent protection is afforded by established cash 

flows, highly reliable liquidity support, or demonstrated broad-based access to the market for refinancing. 

 

“MIG-2” – This designation denotes strong credit quality.  Margins of protection are ample, although not as large 

as in the preceding group. 

 

“MIG-3” – This designation denotes acceptable credit quality.  Liquidity and cash-flow protection may be narrow, 

and market access for refinancing is likely to be less well-established. 

 

“SG” – This designation denotes speculative-grade credit quality.  Debt instruments in this category may lack 

sufficient margins of protection. 

 

“NR” – Is assigned to an unrated obligation, obligation and/or program. 

 

In the case of variable rate demand obligations (“VRDOs”), Moody’s assigns both a long-term rating and a short-

term payment obligation rating. The long-term rating addresses the issuer’s ability to meet scheduled principal and interest 

payments.  The short-term payment obligation rating addresses the ability of the issuer or the liquidity provider to meet 

any purchase price payment obligation resulting from optional tenders (“on demand”) and/or mandatory tenders of the 

VRDO. The short-term payment obligation rating uses the VMIG scale.    Transitions of VMIG ratings with conditional 

liquidity support differ from transitions of Prime ratings reflecting the risk that external liquidity support will terminate if 

the issuer’s long-term rating drops below investment grade. 

 

Moody’s typically assigns the VMIG rating if the frequency of the payment obligation is less than every three 

years.  If the frequency of the payment obligation is less than three years but the obligation is payable only with 

remarketing proceeds, the VMIG short-term rating is not assigned and it is denoted as “NR”. 

 

“VMIG-1” – This designation denotes superior credit quality.  Excellent protection is afforded by the superior 

short-term credit strength of the liquidity provider and structural and legal protections. 

 

“VMIG-2” – This designation denotes strong credit quality.  Good protection is afforded by the strong short-term 

credit strength of the liquidity provider and structural and legal protections. 

 

“VMIG-3” – This designation denotes acceptable credit quality.  Adequate protection is afforded by the 

satisfactory short-term credit strength of the liquidity provider and structural and legal protections. 
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“SG” – This designation denotes speculative-grade credit quality.  Demand features rated in this category may be 

supported by a liquidity provider that does not have a sufficiently strong short-term rating or may lack the structural 

and/or legal protections. 

 

“NR” – Is assigned to an unrated obligation, obligation and/or program. 

 

About Credit Ratings 

 

An S&P Global Ratings issue credit rating is a forward-looking opinion about the creditworthiness of an obligor with 

respect to a specific financial obligation, a specific class of financial obligations, or a specific financial program 

(including ratings on medium-term note programs and commercial paper programs).  It takes into consideration the 

creditworthiness of guarantors, insurers, or other forms of credit enhancement on the obligation and takes into account the 

currency in which the obligation is denominated.  The opinion reflects S&P Global Ratings’ view of the obligor’s capacity 

and willingness to meet its financial commitments as they come due, and this opinion may assess terms, such as collateral 

security and subordination, which could affect ultimate payment in the event of default. 

 

Ratings assigned on Moody’s global long-term and short-term rating scales are forward-looking opinions of the relative 

credit risks of financial obligations issued by non-financial corporates, financial institutions, structured finance vehicles, 

project finance vehicles, and public sector entities. 

 

Fitch’s credit ratings are forward-looking opinions on the relative ability of an entity or obligation to meet financial 

commitments. Issuer Default Ratings (IDRs) are assigned to corporations, sovereign entities, financial institutions such as 

banks, leasing companies and insurers, and public finance entities (local and regional governments). Issue-level  

ratings are also assigned and often include an expectation of recovery, which may be notched above or below the issuer-

level rating. Issue ratings are assigned to secured and unsecured debt securities, loans, preferred stock and other 

instruments. Credit ratings are indications of the likelihood of repayment in accordance with the terms of the issuance. In 

limited cases, Fitch may include additional considerations (i.e., rate to a higher or lower standard than that implied in the 

obligation’s documentation). 

 

DBRS Morningstar offers independent, transparent, and innovative credit analysis to the market. Credit ratings are 

forward-looking opinions about credit risk that reflect the creditworthiness of an issuer, rated entity, security and/or 

obligation based on DBRS Morningstar’s quantitative and qualitative analysis in accordance with applicable 

methodologies and criteria.  They are meant to provide opinions on relative measures of risk and are not based on 

expectations of, or meant to predict, any specific default probability. Credit ratings are not statements of fact. DBRS 

Morningstar issues credit ratings using one or more categories, such as public, private, provisional, final(ized), solicited, 

or unsolicited. From time to time, credit ratings may also be subject to trends, placed under review, or discontinued. 

DBRS Morningstar credit ratings are determined by credit rating committees. 
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